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A Mountain of Experience You Can Count On




1978 (@ Main St., Porterville Branch
1981 @ West Olive, Porterville Branch .
1981 @& Lindsay Branch
1988 @ Exeter Branch
1991 (& Mooney Blvd, Visalia Branch
1994 & Three Rivers Branch
1995 (@ Main St., Visalia Branch
1997 Dinuba Branch
1997 @ California Ave., Bakersfield Branch
1998 @ Tulare Branch
1998 4 Hanford Branch
1999 (@ Shaw Ave., Fresno Branch
2000 43 Ming Ave., Bakersfield Branch
2000 @ F St., Tehachapi Branch
2000 € Old Town, Tehachapi Branch
2000 California City Branch
2003 @ N. Ingram/Herndon, Fresno Branch
2004 @ Clovis Branch
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MISSION STATEMENT R

To be responsible stewards for our shareholders

by providing a superior return on equity of 18%+
and a return on average assets of 1.4%+ within

a culture of discipline and ethical entrepreneurship.
i This is a fundamental stewardship responsibility.

(D To anticipate and meet the dynamic needs of our existing and future customers by providing a broad
line of competitive and innovative financial products.

2 To provide quality service on a timely, competitive basis.

3

{

®
®

and the opportunity for advancement.

©

(& To be a disciplined institution of excellence.
OUR VISION e

Our vision is to be the multi-community,

independent bank of choice in our designated

market areas by meeting the financial needs

of the consumers, businesses and agri-businesses

that we serve.

' To assist the communities we serve with their socioeconomic needs.

Porterville Branch and Sierra Bancorp

Corporate Headquarters

' To establish and maintain a selection and review process that employs the right people on the team.

To maintain a positive teamwork environment for our people which enables creativity, entrepreneurship
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“Good is the enemy. of great And that is one of th
why we have so liitle that becomes great.”

key reasons
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F or years, including Year "2004, we havebeen
striving to improve our Bank in numerous

,ways. While it has always béen a good Bank

we want it to be a great Bank. The non-fictien
book Good to Great, quoted-above, gives -
some remarkable insight on the process of. *
moving from good to great and the book. .
contains a relatively simple way of determin-

ing if indeed you have made the transition. .

We as an organization flrst discovered this
remarkable book during 2004. The book has «
captured our imagination and we have
embraced it completely. We haye commented

on Good to Great in 2nd; 3rd and 4th  Quarter
Reports and we have a Good to Great Team - -
within the Bank seeking to instill the spitit and

intent of Good to Great throughout the Bank.

Simply put, few comparues became great

* companies because most can accept just bemg

good companies. That is why, similarly, we :
have good schools, good government and
individuals leading good lives, but we have
few great schools, few great governments and
a few great lives. It is just easier to be good at
things! And conversely hard to be great at
things! We have known for some time that
getting to be a great Bank was not going to be
easy, but as an organization thisis what we

- hoped to achieve. Other Banks could be good

or even exceptionally good, but we wanted
to move beyond that! . '

“Greatness is not a function of circum-
stance, Greatness, it turns out, is

* largely a matter of conscious choice.”

Good to Great by Jim Collins

And 50 knowing that greamess isa mgt'tér‘of

- conscious choice your management team at

Bank of the Sierra has made that choice. In fact,
we may already be there More on that Jater.

While we ponder all of that we will réview .
our financial results and' s1g111ﬁcant events for
Year 2004. The actual audited financial state- |

ments are in the report and they document yet
another year of outstanding financial perfor-
mance, a year that saw Total Assets approach
$1 billion (actually $997.5 million) and Net
Income exceeded $13.3 million. Qur Return
on Average Equity was 20.5%, the highest in
recent years and certain to be one of the highest
in California. We have now increased net
income in 21 of the last 22 years, an accom-

" plishment few banks can match anywhere.

Significant events during the year include
opening our 18th office, the Clovis Office in the
Second Quarter, and thén later in the year we
signed the lease for our 19th office, the Reedley
Office. The Reedley Office is under construction
for an August 2005 opening and we are already
assembling the Reedley area management
team starting with our already announced V.P.
and Manager Rachel Uyeda. There are seven
other new offices in planning within our exist-
ing market area. We continue to believe in
market density as a competitive advantage and
consequently we plan to expand within our
existing footprint.

Organizationally, we moved late in 2004 to
restructure the senior management level

of the Bank by augmenting the number of
Officers on the Senior Management Team and
redistributing duties and responsibilities to
broaden participation, to be more responsive,
and to assist in providing for management
succession in the longer-term. The Executive
Officer Committee will remain intact as we
transition to a new structure. This is at the
moment still evolving, but we believe it will
lead to a stronger Senior Management Team
able to carry the Bank well into the future.

Earlier in the report, and in the 2nd, 3rd and
.. 4th Quarter Reports we suggested a method-
ology on measuring to determine if Bank
-of the Sierra has made the transition from
being a good bank to being a great bank.
That can best be measured when financial
performance moves from good results to
great results over a 15 year time frame. The
measurement rests on out-performing
the general stock market by a factor of 6.9
times or better as did the average of the
11 Great Companies cited in the book. Inside
the back cover of this report is a chart com-
paring the'stock prices of Sierra Bancorp to -
-the 5 & P 500 for the 15 year period ending
December 31, 2004.

[t can be clearly seen that we out-performed
the S & P 500 for this period by a factor of 11,
clearly beyond the average “Great Company
factor of 6.9, and well beyond the factor of
3.99 for the only bank in the good to great
companies cited in the Book. Conclusion:
Bank of the Sierra is a great bank!!!! You
may now ask “why greatness”?

”

“So the guestion of ‘'Why Greatness?’ is
almost a nonsense question. If you are
engaged in work that you love and care
about . . . the question is not why, but
how?” Good to Great by Jim Collins

Now we know “why greamess” but the how
is another essay unto itself. This we may cover
in Quarterly Reports going into 2005 (we
started in 4th Quarter 2004), and finish in the
President’s Message in the 2005 Annual
Report. The important concept is that the tran-
sition from good to great is not an ending,

but really the beginning of a whole new set

of challenges.

At the conclusion of his book Good to Great,
Collins set out an entirely different concept

of Built to Last. His commentary is that as
difficult as it is to transition from good to great,
and recognizing that few companies ever
make that transition, it is far more difficult to
sustain a level of greatness. That is what he
calls “Built to Last.” That is the great challenge
for Bank of the Sierra. Now we need to be a
Built to Last company. Few have done this.
We could be one of the few.

“Most organizations lack the discipline
to figure out with egoless clarity what
they can be best at and the will to do
whatever it takes to turn that potential
to reality.” Good to Great by Jim Collins

For my parting thought, let me note that this
commentary on “Good to Great” along with
the conclusion that Bank of the Sierra is a great
bank does not suggest an ending, but in reality
it suggests an entirely new beginning as we
approach the challenges of “Built to Last.”
Even so, we continue to research many of the
principles of “Good to Great” just to be sure
we haven’t missed something! We are
approaching Year 2005 with the thought, with
the commitment, and with the discipline that we
can continue to improve and do even better.

hes C. Holly
esident and CEO\J ‘

“Much of the answer to the question of
“good to great” lies within the discipline
to do whatever it takes to become the
best within carefully selected areas, and
then to see continued improvement from
there.” Good to Great by Jim Collins




About Sierra Bancorp

Headquartered in Porterville, California,
Sierra Bancorp (the “Company”) is
a California corporation registered as a
bank holding company under the
Bank Holding Company Act of 1956,
as amended. The Company was
incorporated in November 2000 and

- acquired all of the outstanding shares
of Bank of the Sierra (the “Bank”) in

- August 2001. The Company’s only
consolidated subsidiary is the Bank,
and the Company exists primarily for
the purpose of holding the stock
of the Bank. At December 31, 2004, the
Company had consolidated assets
of $997 million, gross loans and

J BUSINESS oF the Company

founding shareholders except one, and
most have been directors since the
Bank’s inception. Further, the Bank’s
current president and CEO was the
founding president, and the chief
operating officer has also been with the
Bank from the beginning. Since the early
days of the Bank, staff turnover at the
officer level has been comparatively low.
This stability in the Board of Directors
and senior staff has contributed to a
strong foundation of core values, which
has in turn served as the underpin-

ning for a progressive philosophy and
operational flexibility and has led to
consistently superior financial results.

Agricultural Credit Centers located in
Fresno and Porterville provide a com-
plete line of credit services in support of
the agricultural activities that are key

to the continued economic development
of the communities we serve. “Ag
lending” clients include a full range of
individual farming customers, small
business farming organizations, and
major corporate farming units.

In addition, we staff our Fresno, Visalia,

Porterville, and Bakersfield offices

with real estate lending specialists. These

officers are responsible for a complete

line of land acquisition and development
loans, construction loans for
residential and commercial

leases totaling $696 million,
deposits of $743 million and
shareholders’ equity of $71 million.
The Company’s unconsolidated
subsidiaries are Sierra Capital
Trust I, which was formed in
November 2001 solely to facilitate
the issuance of $15 million in
capital trust pass-through securi-
ties, and Sierra Statutory Trust

1I, formed in March 2004 also
for the purpose of issuing

$15 million in capital trust
pass-through securities.

Sierra Bancorp’s Common Stock
has been listed on the Nasdaq
National Market since August 10, 2001
(the effective date of the holding
company reorganization), and the Bank’s
Common Stock was previously listed on
the Nasdaq National Market since June
10, 1999. The Company’s Common Stock
trades under the symbol BSRR.

References herein to the “Company”
include the Company and the Bank,
unless the context indicates otherwise.

About Bank of the Sierra

The Bank is a California state-chartered
bank headquartered in Porterville,
California. It was incorporated in
September 1977 and opened for business
in January 1978, and has grown to

be the largest independent bank head-
quartered in the South San Joaquin
Valley. All of the Bank’s directors are

Gress Leans/Leases = $696 million

Commercial
Resid/gnﬁal Real Estate
Mortgages/
Equity Lines 18%

=7
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1%

Credit
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The Bank is a multi-community
independent bank that offers a full range
of banking services to individuals and
businesses primarily in the central and
southern sections of California’s San
Joaquin Valley. With the opening of our
most recent branch in the City of Clovis
in June 2004, we now operate eighteen
full service branch offices throughout
this geographic footprint. We have

also received regulatory approvals for
new branches in the city of Reedley
and in Bakersfield.

The Bank’s principal retail lending
services include home equity lines,
consumer loans, and credit card loans.
Three other significant dimensjons

to the Bank’s lending activities are
agricultural lending, real estate
financing, and small business lending.

'Real
ate 5% E

development, and multi-family

credit facilities. Secondary market

services are provided though the

| Bank’s affiliations with Freddie

| Mac, Fannie Mae and various

non-governmental programs. In

addition, we have an arrange-

ment with Moneyline Lending

, Services, Inc. (“Moneyline”),

whereby Moneyline underwrites

single-family mortgage loans for

qualifying Bank customers

i referred to them via Bank-

‘ branded delivery channels (i.e.,
Bank branches, the Bank’s

internet site, and a dedicated

telephone line).

We also engage in Small Business
Administration lending and have been
designated as an SBA Preferred
Lender since 1999. Bank of the Sierra
is a participant in the SBA’s innovative
“Community Express” program, and
was fifth in the nation from 1999
through 2003 for the volume of loans
produced, behind the likes of banks
such as Wells Fargo, Bank One, and
J.P. Morgan.

In addition to loans, we offer a wide
range of deposit products for the
retail and business banking markets

~ including checking accounts, interest

bearing transaction accounts, savings
accounts, time deposit accounts and
retirement accounts. Telephone
banking and internet banking with
bill-pay are options for our deposit

[— e S mm— S et SN B MmN S NN NN S S s R e

*Complete financial information is contained in the Company's
Form 10-K included herewith.
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customers. We attract deposits through
our customer-oriented product mix;-

competmve pricing, convenient locahons,

and drive-up banking, all provxded
with the highest level of customer -
service. At December 31; 2004 we had

55, 833 deposit accounts

"We offer a mu1t1tude of other products
‘and services to our customers to com-

plement lending and deposit services.,
These include installment note collec-"
tion, cashier’s checks, traveler’s checks,
bank-by-mail, ATM, night; depésitdry,
safe deposit-boxes, direct.deposit,
automated payroll services, electronic
funds transfers, on-line bénking,” ‘
and other customary banking services.
During the past few years we have

‘added offsite ATMs, thereby increasing

consumer convenience by facilitating

- cash advances and deposit capabilities

not otherwise available at non-branch
locations. The most recently opened -
kiosk-style offsite ATMs commenced:

_operations in late 2003 and October 2004

in Visalia and Tehachapi, respectively:
We currently operate seven offsite .
ATMs, and also utilize a moblle ATM‘
unit at fairs, exhibitions, and various' o
other community functions within -
our market area. We have a Spanish,
language option on our own network
of ATMs, and shared ATM and
Point of Sale (POS) networks allow
our customers access to national

and international funds transfer
networks. In addition, we have estab-

lished a convenient customer service

group accessible by toll-free telephone
to answer questions and assure a'
hlgh level of customer satlsfactmn

In order to provide non-depos1t

" investment options we have developed

a strategic alliance with Investment
Centers of America; Inc. of Bismarck,
North Dakota (“ICA”). Through this

. arrangement, registered and licensed
representatives of ICA provide our
customers with convenient access to
annuities, insurance products, mutual
funds, and a full range of investment
products. They conduct business
from offices located in qur Porterville,
Fresno, Tehachapi, Tulare and
Visalia branches.

Our officers and employees are continu-

ally searching for ways to increase
public convenience, enhance public
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access to the electronic payments
system, and enable us to improve our
competitive position. In January of
2004, for example, we converted our
core bank processing and online bank-
ing systems to increase efficiency

and improve customer service. During
2003 we began offering lease financing
as an alternative to loans and imple-
mented an extensive customer service
training program, among other things.

Results of Operations

The Company achieved record earnings
in 2004. In fact, net income has increased
in 21 of the last 22 years. Net income in
2004 was $13.3 million, an increase of
almost $3.0 million, or 29%, over the
$10.4 million in net earnings recognized
in 2003. Net income per basic share

was $1.41 for 2004, as compared to $1.12
during 2003. The Company’s Return

on Average Assets was 1.47% and Return
on Average Equity was 20.50% in

2004, as compared to 1.43% and 18.34%,
respectively in 2003.

The Company earns income from two
primary sources. The first is net interest
income, which is interest income gener-
ated by earning assets less interest
expense on interest-bearing liabilities.
The second is non-interest income,
which primarily consists of customer
service charges and fees but also comes
from non-customer sources such as
loan sales, bank-owned life insurance
(“BOLI"), and gains on sales from the
Company’s investment portfolio. The
majority of the Company’s non-interest
expenses are operating costs that relate
to providing a full range of banking
services to our customers.

A significant event impacting the
Company’s net interest income and asset
size in 2004 was the implementation

of a leverage strategy. This involved
the purchase of over $100 million in
mortgage-backed securities that are
guaranteed by agencies of the Federal
Government, with the bulk of the
purchase occurring on April 20, 2004,
The purchase was financed primarily
with collateralized borrowings from

the Federal Home Loan Bank (“"FHLB"),

t page 5

*Complete financial information is contained in the Company’s Form 10-K included herewith.
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with original maturities ranging from
overnight to five years. The leverage
transaction also included the purchase

of more than $4 million in FHLB stock,

a dividend-yielding investment that

was necessary to facilitate the increased /
level of borrowings from that institution. i
Based on the expected average life of ‘ N
the mortgage-backed securities, we \
anticipate the return of the majority ;

of invested principal within five years N
and thus effectively view thisas a )
five-year strategy.

The net interest margin for this tran- \
saction averaged an annualized

175 basis points during 2004, although

it fluctuates with variances in the \
amortization of purchase premiums .
caused by changes in the leve] of

prepayments on the mortgage-backed
securities. Net interest income gener-

ated by the transaction in 2004 "
was $1.2 million, which boosted the l .
Company’s return on average equity |
by almost 100 basis points. Because |
of the addition of a significant level of 1
assets, however, our return on aver- !
age assets for 2004 was slightly lower

than it otherwise would have been.

Net interest income was a major
contributor to the increase in net income
in 2004. Net interest income grew by
$7.9 million, or 22%, in 2004 relative to
2003. Average investment balances
grew by $83 million, or 96%, primarily
due o the leverage strategy, and net of
funding costs added $1.2 million to net
interest income as noted above.
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Non-interest expenses were limited

to a 6% increase in 2004, despite the
addition of a branch-and various -
technology upgrades during the year.
This is mainly because salaries and
employee benefits, the largest compo-
nent of non-interest expense, mcreased
by only $33,000, or 0.2%, due toa $1.2 -
million increase in salaries that were
directly related to loan originations and
were deferred pursuant to FAS 91.
These deferred costs are amortized
over the life of the related loans as a
reductlon in yield.

The provision for loan losses was
$368,000 higher in 2004 than in 2003.
The provision increased for the year.
despite lower loan charge-offs and a
significant drop in non-performing
assets, mainly due to loan growth and
additional economic considerations,_
including the recent relatively rapid
increase in real estate prices.

For the second year in a row our income
tax accrual rate mcreased as the result

o m e,

a consolidated subsidiary of the Bank).
In 2004 the Company added $400,000
to its regular tax provision, due to a
payment necessitated by the removal
of REIT benefits from amended 2002
income tax returns filed in the first
quarter of 2004. The increase in the tax
provision in 2003 was due to our
decision in the fourth quarter of 2003
to reverse all tax benefits derived

during the year from the REIT, pursuant

toa last-minute adverse legal inter-
pretation released by the California
Franchise Tax Board.

F1nanc1al Condition

. Total assets grew by $l96 million, or

24%, to $997 million at the end of 2004
from $802 million at the end of 2003.
As previously discussed, much of the
increase came in investment securities,
which were $113 million higher due

_ mostly to the leverage strategy. Gross
" loan and lease balances increased by

$86 million, mainly from growth in loans

W\S\/fd

tial properties. The majority of the net
increase in loan balances was organic
growth in markets located within

the Company’s geographic footprint.

Cash and due from banks was $16
million lower at December 31, 2004 than
at December 31, 2003, primarily due

_to timing differences in the collection of

cash items. The annual average balance
of cash and due from banks was $38
million in 2004 relative to $37 million
in 2003. “Other assets” increased by
$14 million, or 39%, due mainly to an
additional investment in FHLB stock,

- an increase in low-income housing tax

credit fund investments, and an increase
in prepaid income taxes.

The composition of deposits continued
to shift in a positive manner during
2004, with non-interest bearing deposits
growing by close to $40 million and
climbing to 32% of total deposits at

the end of 2004 from 29% at the end of
2003. Interest-bearing core deposits
increased by $20 million, or 6%, despite
historically low interest rates. Core
deposits, defined as.all deposits except
brokered deposits and time deposits

in denominations over $100,000, exper-
ienced strong growth as the result of
focused marketing and improved
cross-selling efforts.

Non-deposit borrowings, including junior
subordinated debentures, increased

~ from 7% to 19% of total liabilities. Most

of this increase is directly attributable

to FHLB borrowings obtained pursuant to
the leverage strategy, however the in-
crease in subordinated debentures was
due to the Company’s issuance of an
additional $15 million in trust preferred
securities in the first quarter of 2004.

Total shareholders’ equity increased to
$71 million at December 31, 2004 from
$60 million at December 31, 2003, due
primarily to the retention of earnings less
dividends paid. The Company’s total
risk-based capital ratio at December 31,
2004 was 13.3%.

13390254M8a8
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)( Directery of Offices j‘

Porierville & Lindsay Service Area
Arthur T. Cardell, Sr. Vice President, Area Manager

Visalia Service Area
Richard Wehmueller, Vice President, Area Manager

Dinuba & Reedley Service Area
Rachel Uyeda, Vice President, Area Manager

Exeter & Three Rivers Service Area
Arthur W, Zschau, Vice President, Area Manager

Bakersfield Service Area
Gordon Jones, Vice President, Area Manager

Tehachapi & California City Service Area
Bruce Hamlin, Vice President, Area Manager

Fresno & Clovis Service Area
J. Frank Oliver, Vice President, Area Manager

Tulare Service Area
John Thomas, Vice President, Area Manager

Hanford Service Area
Kevin McPhaill, Vice President, Area Manager

Ag Credit Centers
Ronald H. Paternoster, Vice President, Manager

SBA Loan Center
Janice Castle, Vice President, Manager

Administrative Officers W

Branch Offices

Porterville 90 N. Main « 559/782-4300

1498 W. Olive - 559/782-4500

5060 California Ave. « 661/325-0101
8500 Ming Ave.» 661/663-3400

California City 8031 California City Bivd.-760/373-8602
Clovis 1710 Clovis Ave.~ 559/297-3391

Bakersfield

Dinuba 401 E. Tutare St.» 559/591-6921
Exeter 1103 W, Visalia Rd. « 559/592-4134
Fresno 636 E. Shaw Ave. « 559/248-0112
7029 N. Ingram Ave. - 559/449-8145
Hanford 427 W. Lacey Blvd.- 559/585-6700
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ITEM 1. BUSINESS

The Company

Sierra Bancorp (the "Company") is a California corporation registered as a bank holding company under the Bank
Holding Company Act of 1956, as amended, and is headquartered in Porterville, California. The Company was
incorporated in November 2000 and acquired all of the outstanding shares of Bank of the Sierra (the "Bank") in
August 2001. The Company's principal subsidiary is the Bank, and the Company exists primarily for the purpose of
holding the stock of the Bank and of such other subsidiaries it may acquire or establish. The Company’s only other
direct subsidiaries are Sierra Capital Trust I, which was formed in November 2001 solely to facilitate the issnance of
capital trust pass-through securities, and Sierra Statutory Trust II, formed in March 2004 also for the purpose of
issuing $15 million in variable-rate capital trust pass-through securities. This additional regulatory capital will allow
the Company to stay on track with current expansion plans without any impairment of risk-based capital ratios.
While current rates and underwriting fees are substantially lower than when the Company issued its first $15 million
in 2001, the cost of this money is still higher than the Company would otherwise pay for shorter-term borrowings
from the Federal Home Loan Bank or from brokered deposit markets. The issuance of these trust preferred securities
has, therefore, slightly increased the Company’s overall funding costs. Pursuant to FASB Interpretation No. 46,
Consolidation of Variable Interest Entities (FIN 46), Sierra Capital Trust I and Sierra Statutory Trust I are not
reflected on a consolidated basis in the financial statements of the Company.

The Company's principal source of income is dividends from the Bank, although supplemental sources of income
may be explored in the future. The expenditures of the Company, including (but not limited to) the payment of
dividends to shareholders, if and when declared by the Board of Directors, and the cost of servicing debt, will gener-
ally be paid from dividends paid to the Company by the Bank.

At December 31, 2004, the Company had consolidated assets of $997 million, deposits of $743 million and
shareholders' equity of $71 million. The Company’s liabilities include $30 million in debt obligations due to Sierra
Capital Trust I and Sierra Statutory Trust I, related to capital trust pass-through securities issued by those entities.

References herein to the "Company" include the Company and its consolidated subsidiary, unless the context indi-
cates otherwise.

The Bank

The Bank is a California state-chartered bank headquartered in Porterville, California. It was incorporated in
September 1977 and opened for business in January 1978, and has grown to be the largest independent bank head-
quartered in the South San Joaquin Valley. The Bank is a multi-community independent bank that offers a full range
of banking services to individuals and businesses primarily in the central and southern sections of California’s San
Joaquin Valley. We operate eighteen full service branch offices throughout this geographic footprint, and have
received regulatory approvals for a branch in the city of Reedley and another branch in Bakersfield. The Reedley
Branch is expected to commence operations in the third quarter of 2005, and the additional Bakersfield branch should
come online in the fourth quarter of 2005. Prior to 1997, Bank of the Sierra expanded its branch network exclusively
by establishing de novo full-service branch offices and credit centers. In February 1997 we made our first branch
purchase of the Dinuba Office of Wells Fargo Bank. Between February 1997 and September 1999 we opened three
additional de novo offices in Tulare, Hanford, and Fresno. In May 2000 we added four branches by the acquisition of
Sierra National Bank (“SNB”): one in Bakersfield, another in California City, and two in Tehachapi. The locations
of the Bank’s current offices are:




Porterville: Administrative Headquarters ~ Main Office West Olive Branch

‘ 86 North Main Street 90 North Main Street 1498 West Olive Avenue
Bakersfield: Bakersfield California Office ~ Bakersfield Ming Office
5060 California Avenue 8500 Ming Avenue

California City:  California City Office
8031 California City Blvd.

Clovis: Clovis Office
, 1710 Clovis Avenue
Dinuba: Dinuba Office
: 401 East Tulare Street
Exeter: Exeter Office ‘
1103 West Visalia Road
Fresno: Fresno Shaw Office Fresno Herndon Office
636 East Shaw Avenue 7029 N. Ingram Avenue
Hanford: Hanford Office
\ 427 West Lacey Boulevard
Lindsay: Lindsay Office .
142 South Mirage Avenue
Tehachapi: Tebachapi Downtown Office - Tehachapi Old Town Office
224 West "F" Street 21000 Mission Street
Three Rivers: Three Rivers Office
40884 Sierra Drive
Tulare: Tulare Office
246 East Tulare Avenue
Visalia: Visalia Mooney Office Visalia Downtown Office

2515 South Mooney Bivd. 128 East Main Street

The Bank’s gross loan and lease balances at the end of 2004 totaled $696 million. The Bank’s lending activities are
well-diversified and include real estate secured, commercial (including small business), agricultural, and retail loans.
Our principal retail lending services include home equity lines, consumer loans, and credit card loans. Agricultural
Credit Centers located in Fresno and Porterville provide a complete line of credit services in support of the agricul-
tural activities that are key to the continued economic development of the communities we serve. "Ag lending”
clients include a full range of individual farming customers, small business farming organizations, and major corpo-
rate farming units.

In addition, we staff our Fresno, Visalia, Porterville, and Bakersfield offices with real estate lending specialists.
These officers are responsible for a complete line of land acquisition and development loans, construction loans for
residential and commercial development, and multifamily credit facilities. Secondary market services are provided
through the Bank’s affiliations with Freddie Mac, Fannie Mae and various non-governmental programs. In addition,
we have an arrangement with Moneyline Lending Services, Inc. (“Moneyline”), whereby Moneyline underwrites
single-family mortgage loans for qualifying Bank customers referred to them via Bank-branded delivery channels
(i.e., Bank branches, the Bank’s internet site, and a dedicated telephone line).

We also engage in Small Business Administration (“SBA™) lending and have been designated as an SBA Preferred
Lender since 1999. Further, Bank of the Sierra is a participant in the SBA’s innovative “Community Express”

' program, and was fifth in the nation from 1999 through 2003 for the volume of loans produced, behind the likes of
banks such as Wells Fargo, Bank One, and J.P. Morgan.



As of December 31, 2004, the percentage of our total loan portfolio for each of the principal areas in which we
directed our lending activities were as follows: (i) loans secured by real estate (71.9%); (i) commercial and industrial
(including SBA) loans (17.1%); (iil) consumer loans (7.0%); (iv) agricultural loans (1.9%); (v) credit cards (1.6%);
and (vi) direct finance leases (.5%). Real estate loans and related activities generated total revenue of $33.4 million
in 2004 and $28.0 million in 2003. Real-estate secured loans, loan sales, and loan servicing activities generated
approximately 54% of our tota] interest and other income for 2004, and 53% during 2003.

In addition to loans, we offer a wide range of deposit products for retail and business banking markets including
checking accounts, interest bearing transaction accounts, savings accounts, time deposit accounts and retirement
accounts. Telephone banking and internet banking with bill-pay are options for our deposit customers. We attract
deposits through our customer-oriented product mix, competitive pricing, convenient locations, and drive-up banking,
all provided with the highest level of customer service. At December 31, 2004 we had 55,833 deposit accounts
totaling approximately $743 million, compared to 51,898 deposit accounts totaling approximately $684 million as of
December 31, 2003.

We offer a multitude of other products and services to our customers to complement our lending and deposit services.

These include installment note collection, cashier's checks, traveler's checks, bank-by-mail, ATM, night depository,
safe deposit boxes, direct deposit, automated payroll services, electronic funds transfers, on-line banking, and other
customary banking services. During the past few years we have added offsite ATMs, thereby increasing consumer
convenience by facilitating cash advances and deposit capabilities not otherwise available at non-branch locations.
We currently operate seven offsite ATM’s, and also utilize a mobile ATM unit at fairs, exhibitions, and various other
community functions within our market area. The most recently opened kiosk-style offsitt ATM’s commenced
operations in late 2003 and October 2004 in Visalia and Tehachapi, respectively. We have a Spanish language option
on our own network of ATMs, and shared ATM and Point of Sale (POS) networks allow our customers access to
national and international funds transfer networks. In addition, we have established a convenient customer service
group accessible by toll-free telephone to answer questions and assure a high level of customer satisfaction.

In order to provide non-deposit investment options we have developed a strategic alliance with Investment Centers of
America, Inc. of Bismarck, North Dakota (“ICA”). Through this arrangement, registered and licensed representatives
of ICA provide our customers with convenient access to annuities, insurance products, mutual funds, and a full range
of investment products. They conduct business from offices located in our Porterville, Visalia, Tulare, Tehachapi and
Fresno branches.

Sierra Real Estate Investment Trust, a Maryland real estate investment trust (“REIT”) which is a consolidated sub-
sidiary of the Bank, was formed in June 2002 for the primary business purpose of investing in the Bank’s real-estate
related assets, and enhancing and strengthening the Bank’s capital position and earnings. Our REIT was capitalized
in August 2002, when the Bank exchanged real-estate related assets for 100% of the common and preferred stock of
the REIT. The Bank subsequently distributed more than 100 shares of REIT preferred stock among its directors and
officers in January of 2003. Management has considered using the REIT to issue additional preferred stock to
enhance the Company’s capital, however based on current market conditions and pricing this is an expensive option
in comparison to capital trust pass-through securities. Should it ever be determined that the Company cannot include
capital trust pass-through securities in regulatory capital, REIT preferred securities could become a viable substitute.

On December 31, 2003, the California Franchise Tax Board issued an opinion listing bank-owned REITs as poten-
tially abusive tax shelters subject to possible penalties, and stating that REIT consent dividends are not deductible for
California state income tax purposes. The Company has received advice from its REIT tax advisor (a national
accounting firm) that the law has not changed, and the tax opinion it received on the validity of REIT benefits still
stands as issued. The Company felt it prudent, however, to reverse REIT tax benefits accrued on its income
statement, and the benefit accrued during 2003 was reversed at the end of 2003. During the second quarter of 2004,
amended 2002 tax returns were filed eliminating the REIT benefit originally reflected for 2002. The difference plus
interest was paid to the California Franchise Tax Board at that time. That amount was also included in the
Company’s second quarter 2004 provision for income taxes, net of the associated contingent tax reserve. No
assurance can be given that REIT benefits will be available in the future, or that the Company will not be assessed by
the Franchise Tax Board for back penalties. It appears that many California banks with REITs, including Bank of the




- Sierra, have reserved the right to appeal the most recent interpretation of the California Franchise Tax Board, and
some have recently initiated a defense of their position that the law was correctly interpreted when REIT tax beneﬁts
were initially recogmzed

W_e have not engaged in any material research activities related to the development of new products or services during
the last two fiscal years. However, our officers and employees are continually searching for ways to increase public
convenience, enhance public access to the electronic payments system, and enable us to improve our competitive
position. In January of 2004, for example, we converted our core bank processing and online banking systems to
increase efficiency and improve customer service. During 2003 we began offering lease financing as an alternative to
.loans and implemented an extensive customer service training program, among other things. And, in 2002 the Bank
brought its item processing function in-house and simultaneously implemented check imaging, enabling us to take
full advantage of electronic check image collection and presentment as the adoption of this technology becomes more
widespread. The cost to the Bank for these development, operations, and marketing activities cannot be expressly
" calculated with any degree of certainty.

.'We hold no patents or licenses (other than licenses required by appropriate bank regulatory agencies), franchises, or
sconcessions. Our business has a modest seasonal component due to the heavy agricultural orientation of the Central
Valley. As our branches in more metropolitan areas such as Fresno and Bakersfield have expanded, however, the
agriculture-related base has become less important. We are not dependent on a single customer or group of related
customers for a material portion of our deposits, nor is a material portion of our loans concentrated within a single
industry or group of related industries: The amounts expended on compliance with new government and regulatory
initiatives related to anti-terrorism, corporate responsibility, and customer privacy have not been insignificant; the
_amount spent specifically for compliance with Sarbanes-Oxley section 404 alone totaled close to $300,000 in 2004,
However, as far as can be reasonably' determined there has been no material effect upon our capital expenditures,
earnings, or competitive position as a result of Federal, state, or local environmental regulation.

Recent Developments

In July 2004 the Company’s Board of Directors approved a $1 million limited partnership commitment to The Central
‘Valley Fund, L.P., a Small Business Investment Company formed to invest primarily in California’s Central Valley
(Redding to Bakersfield). The fund will provide mezzanine capital for small to mid-sized Central Valley businesses
to finance later stage growth, strategic acquisitions, ownership transitions and recapitalizations. Referrals from finan-
cial institution limited partners are anticipated. A subscription agreement for the Central Valley Fund was executed
in February 2005.

‘ Recent Accounting Pronouncements

Information on recent accounting pronouncements is contained in Footnote 2 to the Financial Statements.
Competition

The banking business in California in general; and specifically in many of our market areas, is highly competitive
with respect to virtually all products and services and has become increasingly more so in recent years. The industry
continues to consolidate, and unregulated competitors have entered banking markets with products targeted at highly
profitable customer segments. Many largely unregulated competitors are able to compete across geographic
boundaries, and provide customers with meaningful alternatives to nearly all significant banking services and
products These competitive trends are hkely to continue.

With respect to commercial bank competltors, the business is largely dominated by a relatively small number of major
banks with many offices operating over a wide geographic area. For the combined Tulare, Kern, Fresno, and Kings
county region, the four counties within which the Company operates, the top seven institutions are all multi-billion
dollar entities that control a combined 68.6% of -deposit market share based on June 30, 2004 FDIC market share
data. Bank of the Sierra, the largest independent community bank on the list, ranks eighth with a 4.6% share of
aggregate deposits, In Tulare County, however, where the Bank was originally formed, we rank first for total number



of branch locations (9), and second for deposit market share with 17.8% of total deposits, behind only Bank of
America (23.0%). The largest portion of deposits in the combined four-county area also belongs to Bank of America
(25.0%), while Wells Fargo is second (12.3%), and Washington Mutual comes in third (9.0%). Union Bank of
California, Citibank, Bank of the West, and Fremont Investment & Loan round out the top seven. These banks have,
among other advantages, the ability to finance wide-ranging and effective advertising campaigns and to allocate their
resources to regions of highest yield and demand. They also have the ability to offer certain services that we do not
offer directly but may offer indirectly through correspondent institutions. By virtue of their greater total
capitalization, these banks also have substantially higher lending limits than do smaller community banks. For
customers whose needs exceed our legal lending limit, we attempt to arrange for loans on a participation basis with
other banks.

In addition to other banks, our competitors include savings institutions, credit unions, and numerous non-banking
institutions such as finance companies, leasing companies, insurance companies, brokerage firms, and investment
banking firms. In recent years, increased competition has also developed from specialized companies that offer
wholesale finance, credit card, and other consumer finance services, including on-line banking services and personal
financial software. Strong competition for deposit and loan products affects the rates of those products as well as the
terms on which they are offered to customers. Mergers between financial institutions have placed additional pressure
on other banks within the industry to remain competitive by streamlining their operations, reducing expenses, and
increasing revenues. Competition has also intensified due to federal and state interstate banking laws enacted in the
mid-1990’s, which permit banking organizations to expand into other states. The relatively large and expanding
California market has been particularly attractive to out-of-state institutions. The Financial Modernization Act,
effective March 11, 2000 (see “~ Regulation and Supervision — Financial Modernization Act”), has made it possible
for full affiliations to occur between banks and securities firms, insurance companies, and other financial companies,
and has also intensified competitive conditions.

Our credit card business is subject to an even higher level of competitive pressure than our general banking business.

There are 2 number of major banks and credit card issuers that are able to finance highly visible and extremely suc-
cessful advertising campaigns with which community banks generally do not have the resources to compete. As a
result, our credit card accounts and outstanding balances are likely to increase at a slower rate than for nationwide
issuers. Additional competition comes from many non-financial institutions, such as retailers that offer credit cards.

Technological innovations have also resulted in increased competition in financial services markets. Such innovation
bas, for example, made it possible for non-depository institutions to offer customers automated transfer payment ser-
vices that previously were considered traditional banking products. In addition, many customers now expect a choice
of delivery channels, including telephone, mail, home computer, ATMs, self-service branches, and/or in-store
branches. Competitors offering such products include traditional banks as well as savings associations, credit unions,
brokerage firms, money market and other mutual funds, asset management groups, finance and insurance companies,
internet-only financial intermediaries, and mortgage banking firms.

For many years we have countered rising competition by offering a broad array of products in an innovative and
flexible manner. We are able to offer our customers community-oriented, personalized service that cannot always be
matched by the major banks. We rely on local promotional activity, personal contacts by our officers, directors,
employees, and shareholders, and individualized service provided through accommodative policies. This approach
appears to be well-received by the populace of the San Joaquin Valley, who appreciate a high-touch, customer-
oriented environment in which to conduct their financial transactions. Other competitive advantages include our
retention of drive-up teller windows, which have been eliminated by much of the competition, and our “preferred
lender” or “PLP” status with the Small Business Administration, which enables us to approve SBA loans faster than
many of our competitors. Layered on top of the Company’s traditional personal-contact banking philosophy are
sophisticated telephone banking, interet banking, and online bill payment capabilities, which were implemented to
meet the needs of customers with electronic access requirements and provide automated 24-hour banking. This high-
tech and high-touch approach allows individuals to customize access to the Company to their particular preference.




Employees

-As of December 31, 2004 the Company had 253 full-time and 118 part-time employees. On a full time equivalent
basis, the Company’s staffing stood at 344 at December 31, 2004, as compared to 326 at December 31, 2003. Staff
was added during 2004 for the new office in Clovis, to provide resources in order to maintain satisfactory customer
service in growth areas, and to enhance business development activities in certain markets. Our employees are not
represented by a union or covered by a collective bargammg agreement. Management of the Company believes its
- employee relatlons are satisfactory.

Regulation and Sapervision

The Company and the Bank are subject to significant regulation by federal and state regulatory agencies. The fol-
" lowing discussion of statutes and regulations is only a brief summary and does not purport to be complete. This dis-
cussion is qualified in its entirety by reference to such statutes and regulations. No assurance can be given that such
statutes or regulations will not change in the future.

The Company

The Company’s stock is traded on the Nasdaq National Market under the symbol BSRR, and as such the Company is
subject to Nasdaq -rules and regulations including those related to corporate governance. The Company is also
subject to the periodic reporting requiréments of Section 13 of the Securities Exchange Act of 1934 (the "Exchange
Act") which requires the Company to file annual, quarterly and other current reports with the Securities and Exchange
Commission (the "SEC"). The Company is subject to additional regulations including, but not limited to, the proxy
and tender offer rules promulgated by the SEC under Sections 13 and 14 of the Exchange Act; the reporting require-
ments of directors, executive officers and principal shareholders regarding transactions in the Company's Common
- Stock and short-swing profits rules promulgated by the SEC under Section 16 of the Exchange Act; and certain addi-
tional reporting requirements by principal shareholders of the Company promulgated by the SEC under Section 13 of
- the Exchange Act. As a publicly traded company which had in excess of $75 million in public float as of June 30,

2004, the Company is classified as an “accelerated filer” as of the end of the year. This means that commencing with
~ its fiscal year ended December 31, 2004, the Company is also subject to the requirements of Section 404 of the
Sarbanes-Oxley Act of 2002 with regard to documenting, testing, and attesting to internal controls over financial
reporting.

The Company is a bank holding company within the meaning of the Bank Holding Company Act of 1956 and is
registered as such with the Federal Reserve Board. A bank holding company is required to file with the Federal
Reserve Board annual reports and other information regarding its business operations and those of its subsidiaries. It
is also subject to periodic examination by the Federal Reserve Board and is required to obtain Federal Reserve Board
approval before acquiring, directly or indirectly, ownership or control of any voting shares of any bank if, after such
acquisition, it would directly or indirectly own or control more than 5% of the voting stock of that bank, unless it
already owns a majority of the voting stock of that bank.

The Federal Reserve Board has by regulation determined certain activities in which a bank holding company may or
may not conduct business. A bank holding company must engage, with certain exceptions, in the business of banking
or managing or controlling banks or furnishing services to or performing services for its subsidiary banks. The per-
missible activities and affiliations of certain bank holding companies were expanded in 2000 by the Financial
Modernization Act. (See "— Financial Modemization Act” below.)

The Company and the Bank are deemed to be affiliates of each other within the meaning set forth in the Federal
Reserve Act and are subject to Sections 23A and 23B of the Federal Reserve Act. This means, for example, that there
are limitations on loans by the Bank to affiliates, and that all affiliate transactions must satisfy certain limitations and
otherwise be on terms and conditions at least as favorable to the Bank as would be available for non-affiliates.

The Federal Reserve Board has a policy that bank holding companies must serve as a source of financial and
managerial strength to their subsidiary banks. It is the Federal Reserve Bank's position that bank holding companies



should stand ready to use their available resources to provide adequate capital to their subsidiary banks during periods
of financial stress or adversity. Bank holding companies should also maintain the financial flexibility and capital-
raising capacity to obtain additional resources for assisting their subsidiary banks.

The Federal Reserve Board also has the authority to regulate bank holding company debt, including the authority to
impose interest rate ceilings and reserve requirements on such debt. Under certain circumstances, the Federal Reserve
Board may require the Company to file written notice and obtain its approval prior to purchasing or redeeming the
Company's equity securities.

The Bank

As a California state-chartered bank whose accounts are insured by the FDIC up to a maximum of $100,000 per
depositor, the Bank is subject to regulation, supervision and regular examination by the California Department of
Financial Institutions (the “DFI”) and the FDIC. In addition, while the Bank is not a member of the Federal Reserve
System, it is subject to certain regulations of the Federal Reserve Board. The regulations of these agencies govern
most aspects of the Bank's business, including the making of periodic reports by the Bank, and the Bank's activities
relating to dividends, investments, loans, borrowings, capital requirements, certain check-clearing activities,
branching, mergers and acquisitions, reserves against deposits and numerous other areas. Supervision and examina-
tion of the Bank by the FDIC and any legal actions taken by the FDIC with respect thereto are generally intended to
protect depositors and are not intended for the protection of shareholders.

The earnings and growth of the Bank are largely dependent on its ability to maintain a favorable differential or
"spread" between the yield on ifs interest-eaming assets and the rates paid on its deposits and other interest-bearing
liabilities. As a result, the Bank's performance is influenced by general economic conditions, both domestic and
foreign, the monetary and fiscal policies of the federal government, and the policies of the regulatory agencies,
particularly the Federal Reserve Board. The Federal Reserve Board implements national monetary policies (such as
seeking to curb inflation and combat recession) by means of open-market operations in United States Government
securities, adjusting the required level of reserves for financial institutions subject to its reserve requirements, and
varying the discount rate applicable to borrowings by banks that are members of the Federal Reserve System. The
actions of the Federal Reserve Board in these areas influence the growth of bank loans, investments and deposits and
also affect interest rates charged on loans and deposits. The nature and impact of any future changes in monetary
policies cannot be predicted.

Capital Adequacy Requirements

The Company and the Bank are subject to the regulations of the Federal Reserve Board and the FDIC, respectively,
governing capital adequacy. Each of the federal regulators has established risk-based and leverage capital guidelines
for the banks or bank holding companies it regulates, which set total capital requirements and define capital in terms
of “core capital elements,” or Tier 1 capital; and "supplemental capital elements,” or Tier 2 capital. Tier 1 capital is
generally defined as the sum of the core capital elements less goodwill and certain other deductions, notably the unre-
alized net gains or losses (after tax adjustments) on available for sale investment securities carried at fair market
value. The following items are defined as core capital elements: (i) common shareholders' equity; (ii) qualifying non-
cumulative perpetual preferred stock and related surplus (not to exceed 25% of tier 1 capital); and (jif) minority inter-
ests in the equity accounts of consolidated subsidiaries. At December 31, 2004, 25% of the Company’s Tier 1 capital
consisted of trust preferred securities, however no assurance can be given that trust preferred securities will continue
to be treated as Tier 1 capital in the future. Tier 2 capital can include: (i) allowance for loan and lease losses (but not
more than 1.25% of an institution's risk-weighted assets); (ii) perpetual preferred stock and related surplus not quali-
fying as core capital; (iii) hybrid capital instruments, perpetual debt and mandatory convertible debt instruments; and
(iv) term subordinated debt and intermediate-term preferred stock and related surplus (but not more than 50% of Tier
1 capital). The maximum amount of Tier 2 capital that may be recognized for risk-based capital purposes is limited to
100% of Tier 1 capital, net of goodwill.

The minimum required ratio of qualifying total capital to total risk-weighted assets is 8.0% ("Total Risk-Based
Capital Ratio"), at least one-half of which must be in the form of Tier 1 capital, and the minimum required ratio of




“Tier 1 capital to total risk-weighted assets is 4.0% ("Tier 1 Risk-Based Capital Ratio"). Risk-based capital ratios are
calculated to provide a measure of capital that reflects the degree of risk associated with a banking organization's op-
erations for both transactions reported on the balance sheet as assets, and transactions, such as letters of credit and
~ recourse arrangements, which are recorded as off-balance sheet items. Under risk-based capital guidelines, the nomi-
nal dollar amounts of assets and credit-equivalent amounts of off-balance sheet items are multiplied by one of several
risk adjustment percentages, which range from 0% for assets with low credit risk, such as certain U.S. Treasury
securities, to 100% for assets with relatively high credit risk, such as unsecured loans. As of December 31, 2004 and
2003, the Bank's Total Risk-Based Capital Ratios were 11.63% and 10.15%, respectively, and its Tier 1 Risk-Based
Capital Ratios were 10.48% and 9.17%. As of December 31, 2004 and 2003, the consolidated Company's Total
Risk-Based Capital Ratios were 13.30% and 10.88%, respectively, and its Tier 1 Risk-Based Capital Ratios were
11.34% and 9.90%.

The risk-based capital requirements also take into account concentrations of credit (i.e., relatively large proportions of
loans involving one borrower, industry, location, collateral or loan type) and the risks of "non-traditional" activities
(those that have not customarily been part of the banking business). The regulations require institutions with high or
inordinate levels of risk to operate with higher minimum capital standards, and authorize the regulators to review an
institution's management of such risks in assessing an institution's capital adequacy.

‘Additionally, the risk-based capital regulations include interest rate risk as a factor that the regulators will consider in
evaluating a bank's capital adequacy. Interest rate risk is the exposure of a bank's current and future earnings and
equity capital to unfavorable changes resulting from fluctuations in interest rates. While interest risk is inherent in a
bank's role as financial intermediary, it introduces volatility to earnings and to the economic value of the bank.

The FDIC and the Federal Reserve Board also require the calculation of a leverage capital ratio to supplement risk-
based capital guidelines. Banks and bank holding companies that have received the highest rating of the five catego-
ries used by regulators to rate banks and are not anticipating or experiencing any significant growth must maintain a
ratio of Tier 1 capital (net of all intangibles) to adjusted total assets ("Leverage Capital Ratio") of at least 3%. All
other institutions are required to maintain a leverage ratio of 4% to 5%. Pursuant to federal regulations, banks must
maintain capital levels commensurate with the level of risk to which they are exposed, including the volume and
severity of problem loans, and federal regulators may set higher capital requirements when a bank's particular circum-
stances warrant. The Bank's Leverage Capital Ratios were 8.48% and 8.20% on December 31, 2004 and 2003,
respectively. As of December 31, 2004 and 2003, the consolidated Company's leverage capital ratios were 9.20%
and 8.87%, respectively, exceeding regulatory minimums.

For more information on the Company’s capital, see Part II, Item 7, Management's Discussion and Analysis of
Financial Condition and Results of Operation — Capital Resources. Risk-based capital ratio requirements are dis-
cussed in greater detail in the following section,

Prompt Corrective Action Previsions

Federal law requires each federal banking agency to take prompt corrective action to resolve the problems of insured
financial institutions, including but not limited to those that fall below one or more prescribed minimum capital ratios.
The federal banking agencies have by regulation defined the following five capital categories: "well capitalized"
(Total Risk-Based Capital Ratio of 10%; Tier 1 Risk-Based Capital Ratio of 6%; and Leverage Ratio of 5%);
"adequately capitalized" (Total Risk-Based Capital Ratio of 8%; Tier 1 Risk-Based Capital Ratio of 4%; and Lever-
age Ratio of 4%, or 3% if the institution receives the highest rating from its primary regulator); "undercapitalized”
(Total Risk-Based Capital Ratio of less than 8%; Tier 1 Risk-Based Capital Ratio of less than 4%; or Leverage Ratio
of less than 4%, or 3% if the institution receives the highest rating from its primary regulator); “significantly under-
capitalized" (Total Risk-Based Capital Ratio of less than 6%; Tier 1 Risk-Based Capital Ratio of less than 3%; or
Leverage Ratio less than 3%); and “critically undercapitalized" (tangible equity to total assets less than 2%). As of
December 31, 2004 and 2003, the Bank was deemed to be well capitalized for regulatory capital purposes. A bank
may be treated as though it were in the next lower capital category if after notice and the opportunity for a hearing,
the appropriate federal agency finds an unsafe or unsound condition or practice so warrants, but no bank may be
treated as "critically undercapitalized" unless its actual capital ratio warrants such treatment.
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At each successively lower capital category, an insured bank is subject to increased restrictions on its operations. For
example, a bank is generally prohibited from paying management fees to any controlling persons or from making
capital distributions if to do so would make the bank "undercapitalized." Asset growth and branching restrictions
apply to undercapitalized banks, which are required to submit written capital restoration plans meeting specified re-
quirements (including a guarantee by the parent holding company, if any). "Significantly undercapitalized" banks are
subject to broad regulatory authority, including among other things, capital directives, forced mergers, restrictions on
the rates of interest they may pay on deposits, restrictions on asset growth and activities, and prohibitions on paying
certain bonuses without FDIC approval. Even more severe restrictions apply to critically undercapitalized banks.
Most importantly, except under limited circumstances, not later than 90 days after an insured bank becomes critically
undercapitalized the appropriate federal banking agency is required to appoint a conservator or receiver for the bank.

In addition to measures taken under the prompt corrective action provisions, insured banks may be subject to potential
actions by the federal regulators for unsafe or unsound practices in conducting their businesses or for violations of
any law, rule, regulation or any condition imposed in writing by the agency or any written agreement with the agency.
Enforcement actions may include the issuance of cease and desist orders, termination of insurance of deposits (in the
case of a bank), the imposition of civil money penalties, the issuance of directives to increase capital, formal and
informal agreements, or removal and prohibition orders against "institution-affiliated" parties.

Safety and Soundnpess Standards

The federal banking agencies have also adopted guidelines establishing safety and soundness standards for all insured
depository institutions. Those guidelines relate to internal controls, information systems, internal audit systems, loan
underwriting and documentation, compensation and interest rate exposure. In general, the standards are designed to
assist the federal banking agencies in identifying and addressing problems at insured depository institutions before
capital becomes impaired. If an institution fails to meet these standards, the appropriate federal banking agency may
require the institution to submit a compliance plan and institute enforcement proceedings if an acceptable compliance
plan is not submitted.

Premiums for Deposit Insurance

The FDIC regulations also implement a risk-based premium system, whereby insured depository institutions are
required to pay insurance premiums depending on their risk classification. Under this system, insured banks are
categorized into one of three capital categories (well capitalized, adequately capitalized, and undercapitalized) and
one of three supervisory categories based on federal regulatory evaluations. The three supervisory categories are:
financially sound with only a few minor weaknesses (Group A), demonstrates weaknesses that could result in signifi-
cant deterioration (Group B), and poses a substantial probability of loss (Group C). The capital ratios used by the
FDIC to define well capitalized, adequately capitalized and undercapitalized are the same in the FDIC's prompt
corrective action regulations. The current base assessment rates (expressed as cents per $100 of deposits) are
summarized as follows:

Group A GroupB GroupC

Well Capitalized............ e ereeses oo sesetsse s s on st esanesss oo 0 3 17
Adequately Capitalized.........cccoecmrverrinrrrvirissresenssvereresessssinsnes 3 10 24
Undercapitalized...........cccorsiecssemsrmsnrnsinsnsssssinsesnsmisesesnssssesss 10 24 27

In addition, banks must pay an amount toward the retirement of Financing Corporation bonds issued in the 1980's to
assist in the recovery of the savings and loan industry. This amount fluctuates but for the first quarter of 2005 is 1.44
cents per $100 of insured deposits.

Community Reinvestment Act

The Bank is subject to certain requirements under the Community Reinvestment Act ("CRA"). The CRA generally
requires federal banking agencies to evaluate the record of a financial institution in meeting the credit needs of its
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local communities, including low and moderate income neighborhoods. The CRA further requires the agencies to
consider a financial institution's efforts in meeting its community credit needs when evaluating applications for,
among other things, domestic branches, consummating mergers or acquisitions, or holding company formations. In
measuring a bank's compliance with its CRA obligations, the regulators utilize a performance-based evaluation
system. They determine CRA ratings based on the bank's actual lending, service and investment activities, rather than
on the extent to which the institution conducts needs assessments, documents community outreach activities or
complies with other procedural requirements. . In connection with its assessment of CRA performance, the FDIC
assigns a rating of "outstanding," "satisfactory,” "needs to improve" or "substantial noncompliance.” The Bank was
last examined for CRA compliance in July 2004 when it received a "satisfactory” CRA Assessment Rating.

Other Consumer Protection Laws and Regulations

The bank regulatory agencies are increasingly focusing attention on compliance with consumer protection laws and
regulations. Examination and enforcement has become intense, and banks have been advised to carefully monitor
compliance with various consumer protection laws and regulations. The federal Interagency Task Force on Fair
Lending issued a policy statement on discrimination in home mortgage lending describing three methods that federal
agencies will use to prove discrimination: overt evidence of discrimination, evidence of disparate treatment, and evi-
dence of disparate impact. In addition to CRA and fair lending requirements, the Bank is subject to numerous other
federal consumer protection statutes and regulations. Due to heightened regulatory concern related to compliance
with consumer protection laws and regulations generally, the Bank may incur additional compliance costs or be
required to expend additional funds for investments in the local communities it serves.

Interstate Banking and Branching

The Riegle-Neal Interstate Banking and Branching Efficiency Act of 1994 (the "Interstate Banking Act") regulates
the interstate activities of banks and bank holding companies and establishes a framework for nationwide interstate
‘banking and branching. Since June 1, 1997, a bank has generally been permitted to merge with a bank in another
state without the need for explicit state law authorization. However, states were given the ability to prohibit interstate
mergers with banks in their own state by "opting-out” (enacting state legislation applying equality to all out-of-state
banks prohibiting such mergers) prior to June 1, 1997.

Since 1995, adequately capitalized and managed bank holding companies have been permitted to acquire banks
located in any state, subject to two exceptions: first, any state may still prohibit bank holding companies from
acquiring a bank which is less than five years old; and second, no interstate acquisition can be consummated by a
bank holding company if the acquirer would control more than 10% of the deposits held by insured depository insti-
tutions nationwide or 30% percent or more of the deposits held by insured depository institutions in any state in
which the target bank has branches. A bank may establish and operate de novo branches in any state in which the
bank does not already maintain a branch if that state has enacted legislation to expressly permit all out-of-state banks
to establish branches in that state. ‘

In 1995 California enacted legislation to implement important provisions of the Interstate Banking Act discussed
above and to repeal California's previous interstate banking laws, which were largely preempted by the Interstate
Banking Act. ‘

The changes effected by Interstate Banking Act and California laws have increased competition in the environment in
which the Bank operates to the extent that out-of-state financial institutions directly or indirectly enter the Bank's
market areas. It appears that the Interstate Banking Act has contributed to accelerated consolidation within the
banking industry.

Financial Modernization Act
Effective March 11, 2000, the Gramm-Leach-Bliley Act (also known as the “Financial Modernization Act”) enabled

full affiliations to occur between banks and securities firms, insurance companies, and other financial service
providers. This legislation permits bank holding companies to become "financial holding companies” and thereby
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acquire securities firms and insurance companies and engage in other activities that are financial in nature. A bank
holding company may become a financial holding company if each of its subsidiary banks is “well capitalized” and
“well managed” under applicable definitions, and has at least a satisfactory rating under the CRA, by filing a declara-
tion that the bank holding company wishes to become a financial holding company. No regulatory approval wiil be
required for a financial holding company to acquire a company, other than a bank or savings association, engaged in
activities that are financial in nature or incidental to activities that are financial in nature, as determined by the Federal
Reserve Board. The Company has no current intention of becoming a financial holding company, but may do at
some point in the future if deemed appropriate in view of opportunities or circumstances at the time.

The Financial Modernization Act defines "financial in nature" to include securities underwriting, dealing and market
making; sponsoring mutual funds and investment companies; insurance underwriting and agency; merchant banking
activities; and activities that the Board has determined to be closely related to banking. A national bank (and
therefore, a state bank as well) may also engage, subject to limitations on investment, in activities that are financial in
nature, other than insurance underwriting, insurance company portfolio investment, real estate development and real
estate investment, through a financial subsidiary of the bank, if the bank is well capitalized, well managed and has at
least a satisfactory CRA rating. Subsidiary banks of a financial holding company or national banks with financial
subsidiaries must continue to be well capitalized and well managed in order to continue to engage in activities that are
financial in nature without regulatory actions or restrictions, which could include divestiture of financial subsidiaries.
In addition, a financial holding company or a bank may not acquire a company that is engaged in activities that are
financial in nature unless each of the subsidiary banks of the financial holding company or the bank has a CRA rating
of satisfactory or better.

The Financial Modernization Act also imposes extensive requirements on financial institutions with respect to the pri-
vacy of customer information, and modifies other existing laws, including those related to community reinvestment.

USA Patriot Act of 2001

On October 26, 2001, President Bush signed the USA Patriot Act of 2001 (the “Patriot Act”). Enacted in response to
the terrorist attacks in New York, Pennsylvania and Washington, D.C. on September 11, 2001, the Patriot Act is
intended to strengthen the ability of U.S. law enforcement agencies and intelligence communities to work cohesively
to combat terrorism on a variety of fronts. The impact of the Act on financial institutions is significant and wide
ranging. The Act contains sweeping anti-money laundering and financial transparency laws and requires various
regulations applicable to financial institutions, including:

o due diligence requirements for financial institutions that administer, maintain, or manage private bank accounts
or correspondent accounts for non-U.S. persons;

o standards for verifying customer identification at account opening; and

_e rules to promote cooperation among financial institutions, regulators, and law enforcement entities in identifying
parties that may be involved in terrorism or money laundering.

The Company has incorporated the requirements of the Patriot Act into its operating procedures, and while these
requirements have resulted in an additional time burden the financial impact on the Company is difficult to quantify.

Sarbanes-Oxley Act of 2002

The Sarbanes-Oxley Act of 2002 (“Sarbanes-Oxley”) was enacted to increase corporate responsibility, provide for
enhanced penalties for accounting and auditing improprieties at publicly traded companies, and protect investors by
improving the accuracy and reliability of corporate disclosures pursuant to the securities laws. Sarbanes-Oxley
includes important new requirements for public companies in the areas of financial disclosure, corporate governance,
and the independence, composition and responsibilities of audit committees. Among other things, Sarbanes-Oxley
mandates chief executive and chief financial officer certifications of periodic financial reports, additional financial
disclosures concerning off-balance sheet items, and speedier transaction reporting requirements for executive officers,
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directors and 10% shareholders. In addition, penalties for non-compliance with the Exchange Act were heightened.
SEC rules promulgated pursuant to Sarbanes-Oxley impose obligations and restrictions on auditors and audit com-
mittees intended to enhance their independence from management, and include extensive additional disclosure,
corporate governance and other related rules. Sarbanes-Oxley represents significant federal involvement in matters
traditionally left to state regulatory systems, such as the regulation of the accounting profession, and to state corporate
law, such as the relationship between a board of directors and management and between a board of directors and its
committees.

The Company has not experienced any significant difficulties in complying with Sarbanes-Oxley. However, the
Company has incurred, and expects to continue to incur, significant costs in connection with its compliance with
Section 404 of Sarbanes-Oxley, which requires management to undertake an assessment of the adequacy and effec-
tiveness of the Company’s internal controls over financial reporting and requires the Company’s auditors to attest to,
and report on, management’s assessment and the operating effectiveness of these controls. The amount spent specifi-
cally for compliance with Sarbanes-Oxley Section 404 totaled close to $300,000 in 2004.

Other Pending and Proposed Legislation

Other legislative and regulatory initiatives which could affect the Company; the Bank and the banking industry in
general are pending, and additional initiatives may be proposed or introduced before the United States Congress, the
California legislature and other governmental bodies in the future. Such proposals, if enacted, may further alter the
structure, regulation and competitive relationship among financial institutions, and may subject the Bank to increased
regulation, disclosure and reporting requirements. In addition, the various banking regulatory agencies often adopt
new rules and regulations to implement and enforce existing legislation. It cannot be predicted whether, or in what
form, any such legislation or regulations may be enacted or the extent to which the business of the Company or the
Bank would be affected thereby.

RISK FACTORS

Statements and financial discussion and analysis by management contained throughout this report that are not histori-
cal facts are forward-looking statements made pursuant to the safe harbor provisions of the Private Securities
Litigation Reform Act of 1995." Forward-looking statements involve a pumber of risks and uncertainties. Factors that
could cause actual results to differ materially from forward-looking statements herein include, without limitation, the
factors set forth below.

Poor Economic Conditions in Qur Market Areas May Cause Us to Suffer Higher Default Rates on Our Loans

and Leases. A substantial majority of our assets and deposits are generated in the San Joaquin Valley in central
California. As a result, poor economic conditions in this regicn could cause us to incur losses associated with higher
default rates and decreased collateral values in our loan portfolio. The local economy currently appears to be experi-
encing a moderate expansion, and while the Company expects continued improvement, no assurance can be given
that this will occur.

The San Joaquin Valley has not experienced the same type of growth that has historically occurred in other areas of
California, especially those where high-tech industries have taken hold. While this fact minimized the negative im-
pact of the most recent recession, unemployment levels are still relatively high. In the Visalia-Tulare-Porterville
Metropolitan Statistical Area (“MSA”), for example, which is our geographic center and the base of our agriculturally
oriented communities, the unemployment rate has consistently averaged around 15.5% for the past several years.
While unemployment levels remain relatively high in all of the Company’s markets, in recent years some areas in the
south and central San Joaquin Valley have experienced substantial commercial growth. The area’s relatively
inexpensive real estate and central proximity to both Southern and Northern California have attracted a growing
number of warehouse and distribution facilities, as well as manufacturing, health, and other service companies. The
low cost of housing has also drawn retirees from more expensive areas of California.
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Poor Economic Conditions Affecting the Agricultural Industry Could Have an Adverse Effect on Qur Cus-
tomers and Their Ability to Make Pavments to Us. The Company’s balance of non-performing assets has been
relatively high in years past due in large part to persistent agricultural difficulties. Furthermore, a sizable portion of
our total loan portfolio consists of loans to borrowers either directly or indirectly involved in the agricultural industry.
While a great number of our borrowers may not be individually involved in agriculture, many of the jobs in the San
Joaquin Valley are ancillary to the regular production, processing, marketing and sales of agricultural commodities.
The ripple effect of lower commodity prices for milk, nuts, olives, grapes, oranges and tree fruit has a tendency to
depress land prices, lower borrower income, and decrease collateral values. Weather patterns in particular are of
critical importance to row crop, tree fruit, and orange production. A degenerative cycle of weather and commodity
prices can impact consumer purchasing power, which has the potential to create further unemployment throughout the
San Joaquin Valley. Global competition is another significant issue affecting the agricultural industry. Because of
increased global competition and other factors, excess supply and low prices currently characterize the markets for
many agricultural products. If current agricultural conditions do not improve, our level of non-performing assets
could increase. Such conditions have affected and may continue to adversely affect our borrower base and, by
extension, our business.

Concentrations of Real Estate Loans Could Subject Us to Increased Risks in the Event of a Real Estate
Recession or Natural Disaster. Our loan portfolio is heavily concentrated in real estate loans, particularly commer-
cial real estate. At December 31, 2004, 72% of our loan portfolio consisted of loans secured by real estate. Between
the end of 2000 and the end of 2004, our loans secured by commercial/professional office properties (including con-
struction and development loans) increased from 39% to 48% of total loans, while loans secured by residential prop-
erties have decreased from 24% to 18%. In the early 1990’s, the entire state of California experienced an economic
recession that particularly impacted real estate valnes and resulted in increases in the level of delinquencies and losses
for many financial institutions. Much of our market area seems to have been insulated from the significant fluctua-
tions in real estate prices experienced by other parts of California over the past few decades. However, if a similar
real estate recession affects our market areas in the future, the collateral for many of our loans could be reduced in
value and the ability of some of our borrowers to pay could decline. Similarly, the occurrence of a natural disaster
like those California has experienced in the past, including earthquakes, brush fires, and flooding, could impair the
value of the collateral we hold for real estate secured loans and negatively impact our resuits of operations.

We May Have Difficulty Managing Qur Growth. Management intends to leverage the Company’s current infra-
structure to grow assets, and the addition of new branches has been tentatively planned, although no assurance can be
given that this strategy will result in significant growth. Our ability to manage growth will depend primarily on our
ability to:

e monitor and manage expanded operations;

¢ control funding costs and operating expenses;

e maintain positive customer relations; and

e  attract, assimilate and retain qualified personnel.

1

If we fail to achieve these objectives in an efficient and timely manner we may experience disruptions in our business
plans, and our financial condition and results of operations could be adversely affected.

Qur Earnings are Subject to Interest Rate Risk. The earnings of most financial institutions depend largely on the
relationship between the cost of funds, primarily deposits and borrowings, and the yield on earning assets such as
loans and investment securities. This relationship, known as the interest rate spread, is subject to fluctuation and is
affected by economic, regulatory and competitive factors that influence interest rates, the volume and mix of
interest-earning assets and interest-bearing liabilities, and the level of non-performing assets. Many of these factors
are beyond our control. Fluctuations in interest rates affect the demand of customers for our products and services,
and the Company is subject to interest rate risk to the degree that our interest-bearing liabilities re-price or mature
more slowly or more rapidly or on a different basis than our interest-earning assets. Given the current volume, mix,
and re-pricing characteristics of the Company’s interest-bearing liabilities and interest-earning assets, our interest rate
spread should not change significantly if interest rates rise or fall. However, there are scenarios where fluctuations in
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interest rates in either direction could have a negative effect on net income. For example, if funding rates rise faster
than asset yields in a rising rate environment (i.e., if basis compression occurs), or if we do not actively manage
certain loan index rates in a declining rate environment, we would be negatively impacted.

We Operate in a Competitive Market Dominated by Banks and Other Financial Services Providers, Many of
Which Have Lower Cost Structures and Offer More Services. In California generally, and in our primary service

area specifically, branches of major banks dominate the commercial banking industry. By virtue of their larger
capital base, such institutions have substantially greater lending limits than we do, and perform certain functions for
their customers, including trust services and international banking, which we are not equipped to offer directly (but
some of which we offer indirectly through correspondent relationships). Many of these banks also operate with
economies of scale that result in lower operating costs relative to revenue generated.

We also compete with other financial institutions such as savings and loan associations, credit unions, thrift and loan
companies, mortgage companies, securities brokerage companies and insurance companies, and with quasi-financial
institutions such as money market funds for deposits and loans. Financial services like ours are increasingly offered
over the Internet on a national and international basis, and we compete with providers of these services as well.
Ultimately, competition can drive down our interest margins and reduce our profitability. It can also make it more
difficult for us to continue to increase the size of our loan and deposit portfolios.

You May Have Difficulty Selling Your Shares in the Future If a More Active Trading Market for Our Stock
Does Not Develop. Although Sierra Bancorp’s Common Stock has been listed on the Nasdaq National Market since

August 10, 2001 (the effective date of the holding company reorganization) and Bank of the Sierra’s Common Stock
was previously listed on the Nasdaq National Market since June 10, 1999, trading in our stock has not been extensive
and cannot be characterized as amounting to an active trading market.

We May Experience Loan and Lease Losses in Excess of Our Allowance for Loan and Iease Losses. We are

careful in our loan underwriting process in order to limit the risk that borrowers might fail to repay; nevertheless,
losses can and do occur. We create an allowance for estimated loan and lease losses in our accounting records, based
on estimates of the following: :

o industry standards;

o historical experience with our loans;

e evaluation of economic conditions; »

" e regular reviews of the quality mix and size of the overall loan portfolio;
¢ regular reviews of delinquencies; and

o the quality of the collateral underlyiﬁg our loans.

We maintain an allowance for loan and lease losses at a level that we believe is adequate to absorb any specifically
identified losses as well as any other losses inherent in our loan portfolio. However, changes in economic, operating
and other conditions, including changes in interest rates, that are beyond our control, may cause our actual loan losses
to exceed our current allowance estimates. If actual losses exceed the amount reserved, it will have a negative impact
on our profitability. In addition, the FDIC and the DFI, as part of their supervisory functions, periodically review our
allowance for loan and lease losses. Such agencies may require us to increase our provision for loan and lease losses
or to recognize further losses, based on their judgments, which may be different from those of our management. Any
increase in the allowance required by the FDIC or the DFI could also hurt our business.

Our Directors and Executive Officers Control a Near-Majority of Our Stock, and Your Interests May Not

Always be the Same as Those of the Board and Management. As of December 31, 2004, our directors and
executive officers, together with their affiliates, beneficially owned approximately 48% of the Bank’s outstanding
voting stock (including vested option shares). As a result, if all of these shareholders were to take a common
position, they could most likely control the outcome of most corporate actions, such as:

e approval of mergers or other business combinations;

e sales of all or substantially all of our assets;
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s any matters submitted to a vote of our sharebolders;

¢ issuance of any additional common stock or other equity securities;

s incurrence of debt other than in the ordinary course of business;

e the selection and tenure of our Chief Executive Officer; and

¢ payment of dividends on common stock or other equity securities.

In some situations, the interests of our directors and executive officers may be different from yours. However, our

Board of Directors and executive officers have a fiduciary duty to act in the best interests of the shareholders, rather
than in their own best interests, when considering a proposed business combination or any of these types of matters,

Provisions in Qur Articles of Incorporation Will Delav or Prevent Changes in Control of Our Corporation or
Our Management. These provisions make it more difficult for another company to acquire us, which could reduce

the market price of our common stock and the price that you receive if you sell your shares in the future. These provi-
sions include the following:

e staggered terms of office for members of the board of directors;

o the elimination of cumulative voting in the election of directors; and

e arequirement that our Board of Directors consider the potential social and economic effects on our employees,
depositors, customers and the communities we serve as well as certain other factors, when evaluating a possible
tender offer, merger or other acquisition of the Company.

ITEM 2. PROPERTIES

The Company’s administrative headquarters is located at 86 North Main Street, Porterville, California, and is leased
through April 2014 from parties unrelated to the Company. It consists of approximately 37,000 square feet in a three-
story building of which the Company is sole occupant, and the rent as of December 31, 2004 was $11,082 per month.
The Company also owns unencumbered property on which 13 of its 18 current branches are located, including the
branches in Porterville, Lindsay, Exeter, Three Rivers, Dinuba, Tulare, Hanford, Tehachapi, and California City.
One of the Fresno branches is owned while the other is leased from unrelated parties, as is the case in Bakersfield.
Both Visalia branches and the Clovis branch are leased from unrelated parties. In addition, the Company operates a
technology center in Porterville which consists of approximately 12,000 square feet in a freestanding single-story
building that is leased from unrelated parties. The Bank has six remote ATM locations leased from unrelated parties,
although the amount of monthly rent at these locations is minimal.

Management believes that the Company's existing back office facilities are adequate to accommodate the Company's
operations for the immediately foreseeable future, although limited branch expansion is planned.

ITEM 3. LEGAL PROCEEDINGS

From time to time, the Company is a party to claims and legal proceedings arising in the ordinary course of business.
After taking into consideration information furnished by counsel to the Company as to the current status of these
claims or proceedings to which the Company is a party, management is of the opinion that the ultimate aggregate
liability represented thereby, if any, will not have a material adverse affect on the financial condition of the Company.

ITEM 4. SUBMISSION OF MATTERS TO A YOTE OF SECURITY HOLDERS

Not applicable.
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PART I

ITEM 5. MARKET FOR COMMON EQUITY AND RELATED SHAREHOLDER MATTERS
(a) Market Information

Sierra Bancorp’s Common Stock trades on the Nasdaq National Market under the symbol BSRR, and the CUSIP
number for our stock is #82620P102. Trading in the Common Stock of the Company has not been extensive and
such trades cannot be characterized as amounting to an active trading market. Management is aware of the following
securities dealers which make a market in the Company's stock: Brokerage America, New York; Citigroup Global
Markets, New York; FTN Midwest Research, Memphis; GVR Company, Chicago; Hill, Thompson, Magid and Co.,
Chicago; Hoefer & Amett, San Francisco; Howe Barnes Investments, Chicago; Keefe, Bruyette & Woods, New

" York; Knight Securities, Jersey City, New Jersey; Merrill Lynch, New York; Monroe Securities, Chicago; Morgan
Stanley, New York; Sandler O’Neill, New York; The Seidler Companies, Inc., Big Bear, California; Susquehanna
Capital Group, Pennsylvania (the "Securities Dealers"); and UBS Capital Markets, Jersey City, New Jersey.

The following table summarizes trades of the Company's Common Stock, setting forth the approximate high and low
sales prices and volume of trading for the periods indicated, based upon information provided by public sources.

Sale Price of the Company's Approximate

Calendar | Common Stock (per share) Trading Volume

Quarter Ended H“igh Low In Shares
March 31, 2003 $14.95 $9.87 480,100
June 30, 2003 $19.36 $13.11 743,700§
September 30, 2003 $15.85 $12.86 780,700
December 31, 2003 $17.70 $14.52 670,500
March 31, 2004 $17.10 $14.88 387,200
June 30, 2004 : $17.20 $14.64 849,600
September 30, 2004 $16.96 $15.60 389,900}
December 31, 2004 $23.50 $16.02 827,300}

(b) Holders

On February 20, 2005 there were approximately 2,228 shareholders of the Company’s Common Stock. Shareholders
of record at the Company’s stock transfer agent totaled 674, while street name holders totaled about 1,554.

(c) Dividends

As a bank holding company that currently has no significant assets other than its equity interest in the Bank, the
Company’s ability to declare dividends depends primarily upon dividends it receives from the Bank. The Bank's
dividend practices in turn depend upon legal restrictions, the Bank's earnings, financial position, current and antici-
pated capital requirements, and other factors deemed relevant by the Bank's Board of Directors at that time.

The Company paid cash dividends totaling $3.5 millicn, or $0.37 per share in 2004, and $3.3 million or $0.36 per
share in 2003, representing 34% and 38%, respectively, of the prior year's earnings. The Company’s general divi-
dend policy is to pay cash dividends at approximate peer levels, provided that such payments do not adversely affect
the Company’s financial condition and are not overly restrictive to its growth capacity. However, no assurance can
be given that earnings and/or growth expectations in any given year will justify the payment of such a dividend.

During any period in which the Company has deferred payment of interest otherwise due and payable on its subordi-

nated debt securities, it may not make any dividends or distributions with respect to its capital stock (see “Item 7,
Management’s Discussion and Analysis of Financial Condition and Results of Operations — Capital Resources”).
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The power of the Bank’s Board of Directors to declare cash dividends is also subject to statutory and regulatory
restrictions which limit the amount available for cash dividends depending upon the earnings, financial condition and
cash needs of the Bank, as well as general business conditions. Under California banking law, the Bank may declare
dividends in an amount not exceeding the lesser of its retained earnings or its net income for the last three years
(reduced by dividends paid during such period) or, with the prior approval of the California Commissioner of
Financial Institutions, in an amount not exceeding the greatest of (i) the retained earnings of the Bank, (ii) the net
income of the Bank for its last fiscal year, or (iii) the net income of the Bank for its current fiscal year. The payment
of any cash dividends by the Bank will depend not only upon the Bank's earnings during a specified period, but also
on the Bank meeting certain regulatory capital requirements.

The Company's ability to pay dividends is also limited by state corporation law. The California General Corporation
Law prohibits the Company from paying dividends on the Common Stock unless: (i) its retained earnings,
immediately prior to the dividend payment, equals or exceeds the amount of the dividend or (ii) immediately after
giving effect to the dividend the sum of the Company’s assets (exclusive of goodwill and deferred charges) would be
at least equal to 125% of its liabilities (not including deferred taxes, deferred income and other deferred liabilities)
and the current assets of the Company would be at least equal to its current liabilities, or, if the average of its earnings
before taxes on income and before interest expense for the two preceding fiscal years was less than the average of its
interest expense for the two preceding fiscal years, at least equal to 125% of its current liabilities.

(d) Stock Repurchases
The Company has a stock repurchase program that has been in effect since July 1, 2003, which allows the repurchase

of up to 250,000 shares at management’s discretion. The following table provides information concerning the
Company’s repurchases of its Common Stock during the fourth quarter of 2004:

October November December
Total shares purchased None 18,500 40,600
Average per share price ‘ N/A $19.70 $21.23
Number of shares purchased as part of None 18,500 40,600
publicly announced plan or program
Maximum number of shares remaining 133,500 115,000 74,400
for purchase under a plan or program

ITEM 6. SELECTED FINANCIAL DATA

The following table presents selected historical financial information concerning the Company', which should be read
in conjunction with our audited consolidated financial statements, including the related notes and “Management’s
Discussion and Analysis of Financial Condition and Results of Operations,” included elsewhere herein. The selected
financial data as of December 31, 2004 and 2003, and for each of the years in the three year period ended December
31, 2004, is derived from our audited consolidated financial statements and related notes which are included in this
Annual Report. The selected financial data for prior years is derived from our audited financial statements which are
not included in this Annual Report.

! Inasmuch as the Company did not acquire the outstanding shares of the Bank until August 2001, the financial information contained throughout this
Annual Report for 2000 is for the Bank only. Information for 2003 through 2001 is for the Company on a consolidated basis unless otherwise stated,
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' Selected Financial Data
As of and for the years ended December 31,
(Dollars in thousands, except per share data)

Income Statement Summary ‘ 2004 2003 2002 2001 2000
Interest income ) . $ 52,157 $ 42,607 $ 42,085 $ 43,338 $ 45,528
Interest expense ; 3 8,496 $ 6,874 $ 9,096 $ 15892 $ 18,677
Net interest inc. before provision for loan losses $ 43,661 $ 35733 $ 32,989 $ 27446 $ 26,851
Provision for loan losses 3 3,473 $ 3,105 $ 3,350 $ 1,300 $ 2,760
Non interest income $ 10,257 $ 10418 $ 8,522 $ 9,663 $ 6,436
Non-interest expense $ 29,925 $ 28,299 $ 26,242 $ 25309 $ 2234
Income before provision for income taxes $ 20,520 $ 14,747 $ 11919 $ 10,500 3 8,223
Provision for income taxes ) $ 7,174 $ 4,383 $ 3,080 $ 3,622 $ 2,742
. Net Income $ 13,346 $ 10,364 $ 8,839 $ 6,878 3 5,481
Balance Sheet Summary ‘
Total loans, net $ 686,157 $ 602,264 $ 505,655 $ 480,393 $ 416,392
. Allowance for loan losses $ (8842 $ (6701) 5 (5939) $ (5675 $ (5362)
Securities held to maturity $ - $ - $ - $ - $ -
Securities available for sale $ 198,024 $ 84,798 $ 83,911 $ 92,689 $ 110,752
Cash and due from banks $ 36,735 $ 53,042 $ 55819 $ 40,025 $ 44664
Federal funds sold $ - 3 - $ - $ - $ 246
QOther real estate owned- $ 2,524 $ 2,784 $ 1,421 3 769 3 1,530
Premises and equipment, net $ 19,788 $ 18291 $ 172,578 $ 14,304 $ 14477
Total Interest-Eaming assets $ 891,651 $ 695479 $ 596,529 $ 579,480 $ 535,689
Total Assets $ 997483 $ 801,674 $ 701,578 $ 650,410 S 606,726
Total Interest-Bearing liabilities $ 680,886 $ 536,811 $ 475,716 $ 454,216 $ 431,468
Total Deposits $ 742,703 $ 684,477 $ 605,705 $ 521,317 $ 527,776
Total Liabilities $ 926,348 $ 741,698 $ 648,291 $ 604,269 $ 565,944
Total Sharcholders' Equity $ 71,135 $ 59,976 $ 53,287 $ 46,141 $ 40,782
Per Share Data
Net Income Per Basic Share $ 141 $ 1.12 $ 0.96 $ 0.75 $ 0.60
Net Income Per Diluted Share $ 131 $ 1.03 $ 091 $ 0.75 $ Q.59
Book Value $ 737 $ 6.43 $ 5.78 $ 5.01 $ 4.43
Cash Dividends $ 0.37 3 0.36 $ 0.28 $ 0.18 $ 0.23
Wtd. Avg. Common Shares Outstanding Basic 9,482,201 9,288,908 9,252,093 9,212,280 9,212,280
Wtd. Avg. Common Shares Outstanding Diluted 10,166,302 10,018,096 9,665,839 9,221,480 9,212,280
Key Operating Ratlos
Performance Ratlos:
Return on Average Equity @ ‘ 20.50% 18.34% 17.59% 15.94% 14.30%
‘Retum on Average Assets & 147% 143% 1.32% 1.15% 0.96%
Net Interest Spread (tax-equivalent) © ' 5.14% 5.38% 5.22% 4.25% 4.60%
Net Interest Margin (tax-equivalent) 5.46% 5.71% 5.64% - 5.26% 5.19%
Dividend Payout Ratio 26.27% 3227% 29.31% 24.11% 38.33%
Equity to Assets Ratio © 7.19% 7.77% 7.50% 7.21% 6.69%
Efficiency Ratio (tax-equivalent) ‘ 54.56% 59.67% 61.60% 66.24% 63.38%
Net Loans to Total Deposits at Period End 92.39% 87.99% 83.48% 92.15% 78.90%
Asset Quality Ratios: . o .
Non Performing Loans to Total Loans : 0.35% 1.09% 1.26% 2.01% 0.73%
Nonperforming Assets to Total Loans and
Other Real Estate Owned ’ 0.71% 1.54% 1.53% 2.17% 1.05%
Net Charge-offs (recoveries) to Average Loans 0.21% 0.43% 0.62% 0.23% 0.43%
* Allowance for Loan Losses to
Net Loans at Period End 1.29% 1.11% 1.17% 1.18% 1.29%
Allowance for Loan Losses to Non-Perf. Loans 361.19% 100.27% 91.84% 58.00% 173.87%
Capital Ratios:
Tier 1 Capital to-Adjusted Total Assets 9.20% 8.87% 8.99% 9.02% 5.64%
Tier 1 Capital to Total Risk-weighted Assets 11.34% 9.90% 10.91% 11.03% 7.76%
Total Capital to Total Risk-weighted Assets 13.30% 10.88% 11.98% 12.18% 9.00%

. (1) In May 2000 Bank of the Sierra acquired the net assets of Sierra National Bank (SNB). The transaction was accounted for using the
purchase method of accounting, thus data prior to the acquisition of SNB does not include the financial position or results of operations of SNB.

(2) Net income divided by average sharcholders' equity.

€} Net income divided by average total assets. _

(4) Represents the average rate eamed on interest-earning assets less the average rate paid on interest-bearing liabilities.
(5) Dividends declared per share divided by net income per share.

(6) Average equity divided by average tota) assets.
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ITEM 7. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND
RESULTS OF OPERATIONS

This discussion presents Management's analysis of the financial condition of the Company as of December 31, 2004
and December 31, 2003, and the results of operations for each of the years in the three-year period ended December
31, 2004. The discussion should be read in conjunction with the Consolidated Financial Statements of the Company
and the Notes related thereto presented elsewhere in this Form 10-K Annual Report (see Item 8 below).

Statements contained in this report or incorporated by reference that are not purely historical are forward looking
statements within the meaning of Section 21E of the Securities Exchange Act of 1934 as amended, including the
Company’s expectations, intentions, beliefs, or strategies regarding the future. All forward-looking statements con-
cerning economic conditions, growth rates, income, expenses, or other values as may be included in this document
are based on information available to the Company on the date noted, and the Company assumes no obligation to
update any such forward-looking statements. It is important to note that the Company’s actual results could materi-
ally differ from those in such forward-looking statements. Factors that could cause actual results to differ materially
from those in forward-looking statements include but are not limited to fluctuations in interest rates, inflation,
government regulations, economic conditions, customer disintermediation and competitive product and pricing pres-
sures in the geographic and business areas in which the Company conducts its-operations.

Critical Accounting Policies

The Company’s financial statements are prepared in accordance with accounting principles generally accepted in the
U.S. The financial information contained within these statements is, to a significant extent, based on approximate
measures of the financial effects of transactions and events that have already occurred. Critical accounting policies
are those that involve the most complex and subjective decisions and assessments, and have the greatest potential
impact on the Company’s stated results of operations. In Management’s opinion, the Company’s critical accounting
policies deal with the following areas: The establishment of the Company’s allowance for loan losses, as explained in
detail in the “Provision for Loan Losses” and “Allowance for Loan Losses” sections of this discussion and analysis;
loan origination costs, which are estimated in aggregate by loan type based on an annual evaluation of expenses
(primarily salaries and benefits) associated with successful loan originations and are allocated to individual loans as
they are booked, but can actually vary significantly for individual loans depending on the characteristics of such
loans; estimated residual values on leases, which have the potential to vary significantly from actual market values at
lease termination; and depreciation expense, especially on technology equipment due to the potential impact of unex-
pected changes in the useful life of such equipment.

Summary of Performance

The Company achieved record earnings in 2004. In fact, net income has increased in 20 of the last 21 years. Net
income in 2004 was $13.3 million, an increase of almost $3.0 million, or 29%, over the $10.4 million in net earnings
recognized in 2003. Net income in 2003 was $1.5 million higher than 2002 net earnings of $8.8 million. Net income
per basic share was $1.41 for 2004, as compared to $1.12 during 2003 and $0.96 in 2002. The Company’s Return on
Average Assets was 1.47% and Return on Average Equity was 20.50% in 2004, as compared to 1.43% and 18.34%,
respectively in 2003, and 1.32% and 17.59%, respectively for 2002.

The most significant single event impacting the Company’s results of operations and financial condition in 2004 was
the implementation of a leverage strategy. This involved the purchase of over $100 million in mortgage-backed
securities that are guaranteed by agencies of the Federal Government, with the bulk of the purchase occurring on
April 20, 2004. The purchase was financed primarily with collateralized borrowings from the Federal Home Loan
Bank (“FHLB”), with original maturities ranging from overnight to five years. The leverage transaction also included
the purchase of more than $4 million in FHLB stock, a dividend-yielding investment that was necessary to facilitate
the increased level of borrowings from that institution. Based on the expected average life of the mortgage-backed
securities, we anticipate the return of the majority of invested principal within five years and thus effectively view this
as a five-year strategy. ‘
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The net interest margin for this transaction averaged an annualized 175 basis points during 2004, although it fluctu-
ates with variances in the amortization of purchase premiums caused by changes in the level of prepayments on the
mortgage-backed securities. Net interest income generated by the transaction in 2004 was $1.2 million, which
boosted the Company’s return on average equity by almost 100 basis points. Because of the addition of a significant
level of assets, however, return on average assets for 2004 was approximately 4 basis points lower than it otherwise
would have been. |

Projected cash flows on the asset and liability sides of the leverage transaction have been matched as closely as
possible, however the principal on the mortgage-backed securities could prepay either slower or faster than expected.
~ This introduces a certain level of interest rate risk into the transaction. While no assurance can be given that any
specific level of income will be maintained, management evaluated potential risks and rewards and concluded that it
was in the best interest of the Company to implement this strategy. It is possible that should interest rate conditions
be conducive to a similar undertaking in the future, the Company could purchase additional securities as the balance
invested under the current strategy declines.

The following are other noteworthy factors relevant to the Company’s results of operations for the most recent three
years:

e . Net interest income was a major contributor to the increase in net income in 2004. Net interest income grew
by $7.9 million, or 22%, in 2004 relative to 2003. Average investment balances grew by $83 million, or 96%,
primarily due to the leverage strategy, and net of funding costs added $1.2 million to net interest income as noted

- above. However, it should not be overlooked that average loan and lease balances increased by $86 million, or
16%, which increase was funded primarily by corresponding growth in non-interest bearing and low-cost
deposits and thus contributed approximately $6.7 million to net interest income in 2004. In 2003 the largest gain
was also in net interest income, which resulted from $38 million growth in average earning assets and a 7 basis
point improvement in the Company’s net interest margin. The net interest margin increased in 2003 mainly
because of relatively strong growth in average core deposits.

e Non-interest income declined by 2% in 2004, because of a lackluster increase in deposit service charges, a
drop in referral fees on mortgage loans due to declining activity, a decline in income from bank-owned life
insurance (“BOLI”), and lower investment gains. The decrease in BOLI income was due to a fourth quarter 2004
adjustment related to potential surrender charges, and a lower overall earnings credit rate. In 2003, non-interest
income increased by $1.9 million, or 22%, due mainly to higher service charges related to an increase in demand
deposit accounts and an increase in BOLI income. The bulk of the Company’s BOLI investments were made in
September and October of 2002.

¢ Non-interest expenses were limited to a 6% increase in 2004, despite the addition of a branch ard various
technology upgrades during the year. This is mainly because salaries and employee benefits, the largest compo-
nent of non-interest expense, increased by only $33,000, or 0.2%, due to a $1.2 million increase in salaries
deferred pursuant to FAS 91. In 2003, non-interest expenses were held to an 8% increase despite increases of
almost 19% in salaries and employee benefits, and occupancy and fixed asset expenses. Those increases, which
were in part the result of a conversion to in-house item processing in September of 2002 and the addition of a
branch in 2003, were partially offset by savings from the elimination of outsourced item processing costs in 2003.

o The provision for loan losses was $368,000 higher in 2004 than in 2003. The provision increased for the year
despite lower loan charge-offs and a significant drop in non-performing assets, mainly due to loan growth and
additional economic considerations, including the recent relatively rapid increase in real estate prices. The provi-
sion was $245,000 lower in 2003 than in 2002 despite significant growth in the Company’s loan portfolic,
because most of the growth was comprised of loans secured by real estate which have a lower historical loss
factor and due to the fact that net loan charge-offs were lower in 2003 than in 2002.
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o For the second year in a row the provision for income taxes experienced a disproportionate increase, again
as the result of issues related to the Company’s real estate investment trust (“REIT”). In 2004 the Company
added $400,000 to its regular tax provision, due to a payment necessitated by the removal of REIT benefits from
amended 2002 income tax returns filed in the first quarter of 2004. The increase in the tax accrual rate in 2003
came from the Company’s decision in the fourth quarter of 2003 to reverse all tax benefits derived during the
year from the Company’s REIT.

The following are important factors in understanding our financial condition and liquidity, which remain strong:

o Total assets grew by $196 million, or 24%, to $997 million at the end of 2004 from $802 million at the end of
2003. As previously discussed, much of the increase came in investment securities, which were $113 mﬂhon
higher due mostly to the leverage strategy.

e Gross loan and lease balances increased by $86 million, mainly from growth in loans secured by commercial
properties and home equity lines secured by residential properties. The majority of the net increase in loan
balances was organic growth in markets located within the Company’s geographic footprint.

s Cash and due from banks was $16 million lower at December 31, 2004 than at December 31, 2003, primarily
due to timing differences in the collection of cash items. The annual average balance of cash and due from banks
was $38 million in 2004 relative to $37 million in 2003.

e “Other assets” increased by $14 million, or 39%, due mainly to an additional investment in FHLB stock, an
increase in low-income housing tax credit fund investments, and an increase in prepaid income taxes.

e The composition of deposits continued to shift in a positive manner during 2004, with non-interest bearing
deposits growing by close to $40 million and climbing to 32% of total deposits at the end of 2004 from 29% at
the end of 2003.

o Interest-bearing core deposits increased by $20 million, or 6%, despite historically low interest rates. Core
deposits, defined as all deposits except brokered deposits and time deposits in denominations over $100,000,
experienced strong growth as the result of focused marketing and improved cross-selling efforts.

¢ Non-deposit borrowings, including junior subordinated debentures, increased from 7% to 19% of total
liabilities. Most of this increase is directly attributable to FHLB borrowings obtained pursuant to the leverage
strategy, however the increase in subordinated debentures was due to the Company’s issuance of an additional
$15 million in trust preferred securities in the first quarter of 2004.

o Total shareholders’ equity increased to $71 million at December 31, 2004 from $60 million at December 31,
2003, due primarily to the retention of earnings less dividends paid. The Company’s total risk-based capital ratio
at December 31, 2004 was 13.3%.

Results of Operations

The Company earns income from two primary sources. The first is net interest income, which is interest income gen-
erated by earning assets less interest expense on interest-bearing liabilities. The second is non-interest income, which
primarily consists of customer service charges and fees but also comes from non-customer sources such as loan sales,
bank-owned life insurance, and gains on sales from the Company’s investment portfolio. The majority of the
Company’s non-interest expenses are operating costs that relate to providing a full range of banking services to our
customers.

Net Interest Income and Net Interest Margin

Net interest income was $43.7 million in 2004, compared to $35.7 million in 2003 and $33.0 million in 2002. This
represents an increase of 22% in 2004 over 2003, and an increase of 8% in 2003 over 2002. The level of net interest
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income depends on several factors in combination, including growth in earning assets, yields on earning assets, the
cost of interest-bearing liabilities, the relative volume of total earning assets and total interest-bearing liabilities, and
the mix of products which comprise the Company’s earning assets, deposits, and other interest-bearing liabilities.

The following Volume and Rate Variances table sets forth the dollar difference in interest earned and paid for each
major category of interest-earning assets and interest-bearing liabilities for the noted periods, and the amount of such
change attributable to changes in average balances (volume) or changes in average interest rates. Volume variances
-are equal to the increase or decrease in the average balance times the prior period rate, and rate variances are equal to
the increase or decrease in the average rate times the current period average balance. Variances attributable to both
volume and rate changes and the variance created by the additional day in 2004 (a leap year) have been allocated to
the change in rate.

Volume & Rate Variances Years Ended December 31,
(dollars in thousands) 2004 over 2003 2003 over 2002
Increase(decrease) due to Increase(decrease) due to
Assets: " Volume Rate Net Volume Rate Net
Investments: ‘ ‘ o
Federal funds sold / Due from time 3 2 3 5% 7 8 (133 249 § (156)
Taxable ) $ 3,041 $ 500 $ 3,541 $ 16 $  (897) § (881)
Non-taxable'” 3 (239) 2) $8 (241) $ (228) (68) 8  (296)
Total Investments $ 2,804 $ 503 § 3307 § (3448 (989) § (1,333)
Loans:
Agricultural $ 57 % 3) s 54 § 84 % (57) $ 27
Commercial $ 196 § 663 $ 859 % 306 $ 434 % 740
Real Estate $ 568 § (302) § 5382 § 3576 $ (1497 §- 2,079
Consumer $ 342§ (32 $ 21 $ () % (779 $ (849)
Credit Cards $ 12 8 (1348 (122) % 39) 3 (83) 8 (122)
Leases $ 115 § (56) $ 59 8 - 5 20 § 20
Total Loans and Leases $ 6406 $ (153) § 6,253 $ 3857 % (1,962) $ 1,895
Total Other Eaming Assets $§ 153 § (163) § (1) § (13) § 27) $ {40)
Total Earning Assets $ 9,363 $ 187 3 9550 § 3,500 $ (2,978) § 522
Liabilities
Interest Bearing Deposits: .
NOW $ 5 % OB 2 8 35 0 3 3
Savings Accounts $ 80 $ 13 ¢ 93 $ 50 $ ms 49
Money Market $ (I18) $ (4658 (483) § 403 § (9200 $ (517
TDOA's & IRA's 3 2 3 43) $ 41y s 23 % (78) % (55)
Certificates of Deposit < $100,000 3 3708 (188 (150) $  (13%9) 8 (470) §  (609)
Certificates of Deposit > $100,000 8 441 § - (369) § 728 97) § (667) § (764)
Total Interest Bearing Deposits $ 547 $ (1,054 8 (507) § 243 § (2,136) $ (1,893)
Borrowed Funds: , .
Federal Funds Purchased $ 10 3 ®6) 3 4 $ (61H S 1 s (62)
Repurchase Agreements $ 56 $ (74) $ (18 $ (139 S 92) 3 (231
Short Term Borrowings $ 122 § 77 $ 199 § - 8 85 § 85
Long Term Borrowings $ - % 1304 § 1304 § - 8 - 8 -
TRUPS $ 610 § 30 § 640 §$ - 21 8 (2p
Total Borrowed Funds $ 798 $§ 1,331 § 2129 $ (2000 § (129) §  (329)
Total Interest Bearing Liabilities $ 1,345 § 277 § 1,622 § 43 $ (2,265) § (2,222)
Net Interest [ncome . $ 8018 § (90) § 7,928 3457 3 (713) 2,744

(1) Yields on tax exempt income have not been computed on a tax equivalent basis.

As shown in the table, volume variances in 2004 relative to 2003 contributed $8.0 million to net interest income,
while unfavorable changes in interest rates offset the favorable volume variance by $90,000 for a net increase of $7.9
million in net interest income. The positive volume variance is mainly due to growth in average earning assets, but
the volume variance is also impacted by fluctuations in the relative levels of non-earning assets (including cash and
due from banks) and non-interest liabilities (including demand deposits). Average non-earning assets fell to 10% of
average total assets in 2004 from 12% in‘the previous year. The average balance of demand deposits, shareholders’
equity and other liabilities kept pace with growth in average assets, and was at 32% of total average assets for both
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2004 and 2003. The reduction in the relative level of non-earning assets contributed to the Company’s profitability in
2004. Note that the volume increase in earning assets added $9.4 million to interest income, while the volume
increase in interest-bearing liabilities added only $1.3 million to interest expense.

The impact of the leverage strategy can be seen in taxable investments on the asset side, and short-term and long-term
borrowings on the liability side. It contributed to the positive volume variance, but had a negative impact on the rate
variance. Without the leverage strategy the net rate variance would have been positive, since rate vaniances caused
loan income to decline by only $153,000 but contributed to a $1.1 million drop in interest expense paid on deposits.

The following Distribution, Rate and Yield table shows, for each of the past three years, the annual average balance
for each principal balance sheet category, and the amount of interest income or interest expense associated with that
category. This table also shows the yields earned on each component of the Company’s investment and loan
portfolio, the average rates paid on each segment of the Company’s interest bearing liabilities, and the Company’s net
interest margin. The Company’s net interest margin, which is tax-equivalent net interest income expressed as a per-
centage of average earning assets, was 5.46% in 2004, This represents a decline of 24 basis points relative to the
5.71% margin reported for 2003.
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Distribution, Rate & Yield ‘ Year Ended December 31,

(dollars in thousands) 2004(a) 2003(a) 2002(a)
Average Income/ Average Average Income/ Average Average Income/ Average

Assets Balance  Expense Rate™ Balance  Expense Rate®™ Balance  Expense Rate™
Inv. ents: '
Federal Funds Sold/Due from Time $ 4233 8 54 128% 5 4082 $ 47 1I15% § 11,734 § 203 1.73%
Taxable $ 132,048 § 5042 3.82% $ 43,635 § 1,501 3.44% $ 43338 § 2382  5.50% -
Non-taxable $ 32,761 S 1312 607% $ 38713 § 1,553 6.08% § 44145 § 1,840  635%

Total nvestments $ 160,042 § 6408 4.19% § 86430 $ 3,101 451% & 99217 § 4434 5.43%
Loans and [ eases: ‘
Agricultural $ 11,236 § 735 654% S 10370 $ 681 657% § 9191 § 654 7.12%
Commercial $ 108,176 $ 7,654 7.08% $ 105139 $ 6,795 6.46% $ 100074 § 6055 6.05%
Real Estate $ 456,567 $33,015 7.23% $ 378,674 $ 27,633 7.30% § 332,192 $ 25554  7.69%
Consumer $ 43,589 § 2,973 682% S 39064 $ 2,952 7.56% $§ 39793 § 3,801 9.55%
Credit Cards $ 10,777 $ 1,144 1062% § 10,674 $ 1,266 11.86% § 10983 § 1388 12.64%
Direct Financing Leases $ 1,121 § 79 705% $ 166 $ 20 1205% § -8 . 0.00%
Other $ 5132 8 - 000% § 6657 S - 000% $ 7381 $ - 0.00%

Total Loans and Leases 3 636,508 45,600 7.16% S 550,744 § 39,387  7.14% § 499,614 § 37453  7.50%
Other Eamings Assets S 5,732 5 149  2.60% § 2917 § 139 545% § 3,022 % 199 637%
Total Earning Assets™ $ 811,372 $ 52,157 651% $ 640091 $ 42,607 6.78% § 601,953 $ 42,085 7.15%
Non-Earning Assets $ 9452 $ 86928 $ 68,455

Total Assets $ 905,898 $ 727,010 $ 670,408

e P —]

Liabilities and Shareholders' Equity
Interest-Bearing Deposits:

NOwW $ 59238-% 55 0.09% $ 53931 $§ 53 0.10% $ 51,058 $ 50 0.10%
Savings $ 60269 § 320 053% $ 44624 $§ 227 051% $ 34,785 $ 178 0.51%
Money Market $ 131,101 $ 894 068% $ 132,885 §$ 1,377 1.04% § 109,561 $ 1,894 1.73%
TDOA's, and IRA's $ 22240 $ 360 1.62% $ 22,109 $ 401 1.81% $ 21,036 $ 456 2.17%
Certificates of Deposit < $100,000 $§ 92,535 $ 1,499 1.62% § 90,522 § 1,649 1.82% $ 96,448 $ 2258 2.34%
Certificates of Deposit > $100,000 $ 131,212 § 2283 1.74% $ 109402 § 2211 202% § 113,102 § 2,975 2.63%
Total Interest-Bearing Deposits ~ $ 496,595 § 5411 1.09% § 453,473 § 5918 131% § 425990 § 7,811 1.83%
Borrowed Funds:
Federal Funds Purchased $ 1,03 § 11 110% § 423 3 7 165% § 3791 § 69 1.82%
Repurchase Agreements $ 23,782 $ 76 032% S 14938 § 94 063% $ 26148 $§ 325 1.24%
Short Term Borrowings $ 18038 § 284 157% $ 7405 § 8 1L1s% $ 4 3 - 0.00%
Long Term Borrowings $ 52459 $ 1,304 249% § -8 - 000% § -8 - 0.00%
TRUPS $ 27,717 8 1,410 509% $ 15464 § 770 498% $ 15464 $ 891 576%
Total Borrowed Funds $ 122,999 § 3,085 251% § 38,230 § 956 250% S 45444 § 1285 2.83%
Total Interest Bearing Liabilities ~ $ 619,594 $ 8,496 1.37% § 491,703 § 6,874 1.40% $ 471,434 $ 9,096 1.93%
Demand Deposits $ 212,321 $ 170,530 $ 141,120
Other Liabilities $ 82886 $ 8,289 $ 7,592
Shareholders' Equity $ 65,097 $ 56,497 $ 50,262
Total Liab. and Shareholders’ Equity $ 905,898 $ 727,019 $ 670,408
————— ——— 1
Interest Income/Earning Assets 6.51% 6.78% 7.15%
Interest Expense/Earning Assets 1.05% 1.07% 1.51%
Net Interest Margin® $ 43,661  5.46% $35733  571% $32,989 5.64%

(a) Average balances are obtained from the best available daily or monthly data.

(b) Yields and net interest margin have been computed on a tax equivalent basis.

(¢) Loan fees have been included in the calculation of interest income, and were approximately $2,290,000, $1,661,000, and $779,000 for the years ended
December 31, 2004, 2003, and 2002 respectively. Loans are gross of the allowance for possible loan losses, deferred fees and related direct cost.

(d) Represents net interest income as a percentage of average interest-earning assets.

(e) Non-accrual loans have been included in total loans for purposes of total earning assets.

A substantial portion of the Company’s earning assets are variable-rate loans that re-price immediately when the
Company’s prime lending rate is changed, versus a large base of core deposits that are generally slower to re-price.
This timing difference causes the Company to be slightly asset-sensitive, which means that all else being equal, the
Company’s net interest margin will be lower during periods when short-term interest rates are falling and higher
when rates are rising. In 2004, as market interest rates were generally increasing, the Company’s net interest margin
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would have increased by approximately 11 basis points to 5.82% if not for the impact of the leverage strategy. In
2003, shorter-term interest rates continued their declining trend of the previous two years, however the establishment
of informal floors on certain variable loan rates minimized the impact of falling rates on net interest income., The
converse of this “hedge” for declining rates is that net interest income did not increase as rapidly as it might otherwise
have done as rates inched up during 2004. In 2002, floors on loan rates and aggressive reductions in the pricing of
deposit products resulted in a fairly consistent net interest margin.

In 2004, the Company’s average loan portfolio grew by $86 million, or 16%, with earnings on that growth, net of
associated funding costs, providing a considerable contribution to net interest income. With the implementation of
the leverage strategy, however, loan balances, which are the highest yielding component of the Company’s earning
assets, have become a smaller percentage of the Company’s average asset base, declining to 70% of assets in 2004
from 76% in 2003. Conversely, average investment balances have increased relative to total assets, to 19% in 2004
from 12% in 2603.

A positive impact on the Company’s net interest margin in 2004 resulted from reiatively large increases in the aver-
age balance of non-interest demand deposits and low-interest savings deposits, which together increased to 38% of
average total deposits from 34% in 2003, Enhanced cross-selling efforts and marketing campaigns targeting checking
accounts were in effect during much of the year, which contributed to the increase in demand deposit balances in
2004, Because of the leverage strategy and the issuance of additional trust preferred securities, however, relatively
higher-cost borrowed funds increased to 14% of total average assets in 2004 from 5% in 2003. In 2003 and 2002
there was a favorable shift in the mix of both the Company’s deposits and other interest-bearing liabilities, which
helped boost the Company’s net interest margin in those years.

Management anticipates that the Company’s current net interest margin will not vary significantly under any likely
interest rate scenario, and net interest income will continue to increase if loans grow as planned and the loan growth
is funded by reasonably priced deposits. However, no assurance can be given that this will, in fact, occur.

Provision for Loan and Lease Losses

Credit risk is inherent in the business of making loans. The Company sets aside an allowance or reserve for loan and
lease losses through charges to earnings, which are shown in the income statement as the provision for loan and lease
losses. Specifically identifiable and quantifiable losses are immediately charged off against the allowance. The loan
and lease loss provision is determined by conducting a monthly evaluation of the adequacy of the Company’s allow-
ance for loan and lease losses, and charging the shortfall, if any, to the current month’s expense. This has the effect
of creating variability in the amount and frequency of charges to the Company’s earnings. The procedures for moni-
toring the adequacy of the allowance, as well as detailed information concerning the allowance itself, are included
below under “Allowance for Loan and Lease Losses”.

The Company’s provision for loan and lease losses was $3.5 million in 2004, $3.1 million in 2003, and $3.4 million
in 2002. In 2004, the provision was $368,000, or 12%, higher than in the previous year despite lower charge-offs and
a substantial reduction in non-performing loan balances, due primarily to reserves provided for growth in outstanding
loan balances. Because the provision exceeded net charge-offs in 2004, the allowance for loan losses increased by
over $2 million during the year. Subsequent to a thorough review of the allowance relative to the current size and
composition of the Company’s loan and lease portfolio, this increase has been judged by management to be adequate
to maintain the allowance at an appropriate level.

Non-interest Income and Non-interest Expense

The Company’s results reflect a decline of $161,000, or 2%, in non-interest income for 2004 relative to 2003, mainly
because weak growth in service charges on deposits was not substantial enough to offset the aforementioned adverse
adjustment to BOLI income. Non-interest income was $10.3 million in 2004 and $10.4 million in 2003, and declined
to 1.3% from 1.6% of average earning assets. Non-interest expense was $29.9 million in 2004 versus $28.3 million
in 2003, an increase of $1.6 million, or 6%. However, for those same periods non-interest expense declined as a per-
centage of average earning assets, falling to 3.7% in 2004 from 4.4% in 2003. Because the increase in net interest
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plus other income in 2004 was proportionately greater than the increase in non-interest expenses, the Company’s
.overhead efficiency ratio improved substantially. The overhead efficiency ratio represents total non-interest expense
divided by the sum of net interest and non-interest income. The provision for loan and lease losses is not factored
into the equation. Calculated on a tax-equivalent basis, the Company’s overhead efficiency ratio was 54.6% in 2004
as compared to 59.7% in 2003. The following table sets forth the major components of the Company’s non-interest
income and non-interest expense for the years indicated:

Non Interest Income/Expense
(dollars in thousands, unaudited)

OTHER OPERATING INCOME: 2004 % of Total 2003 % of Total 2002 % of Total.

Service charges on deposit accounts. $ 6,118 59.65% § 5,978 5738% $ 5,276 61.91%
Credit Card Fees ‘ - $ 704 686% $§ 671 644% $ 603 7.08%
Other service charges, commissions & fees $ 2,077 2025% § 1,852 17.78% § 1,043 12.24%
BOLI Income $ 487 475% $ 926 889% $ 264 3.10%
Gains on sales of loans $ 330 322% $ 267 256% $ 658 7.72%
Loan servicing income $§ 130 127% § 162 1.56% $§ 217 2.55%
Gains on sale of investment securities’ $ 19 0.18% § 118 1.13% $ 280 3.28%
. Other $ 392 382% § 44 426% § 181 2.12%
Total non-interest income : $ 10,257 100.00% § 10,418 100.00% § 8,522 100.00%
As a percentage of average earning assets = 1.26% 1.63% 1.42%
OTHER OPERATING EXPENSES:
Salaries and employee benefits $ 13,919 46.51% $ 13,886 49.07% § 11,695 44.56%
* Occupancy costs
Furniture & Equipment ‘ $ 3411 1140% §$ 2,764 9.77% $ 2,219 8.45%
Premises . $ 2,592 866% § 2,450 8.66% $§ 2,186 8.33%
Adbvertising and Marketing Costs $ 1241 415% $ L1177  395% § 995 3.79%
Data Processing Costs
Item processing costs $ 8 003% $ - 0.00% $ 1,389 5.29%
Other data processing $ 1,079 3.61% $§ 1,095 387% $§ 787 3.00%
Deposit-Services Costs’ $ 1,168 390% § 1,054 372% § 1,101 4.20%
Loan Services Costs . :
Loan Processing $§ 383 128% $ 373 1.32% § 548 2.09%
ORE Owned $ 345 1.15% § 36 013% § 70 0.27%
Credit Card $ 599 200% § 522 1.84% $ 583 2.22%
Other loan services $ 2 0.01% $ 3 001% § 20 0.08%
Other Operating Costs .
Telephone & data communications $ 766 256% $§ 700 247% $ 784 2.99%
Postage & mail $ 389 130% $§ 463 164% § 518 1.97%
Other $ 1,210 404% § 1,012 358% § 786 3.00%
Professional Services Costs
Legal & Accounting $ 840 281% $ 878 3.10% $ 1,065 4.06%
Other professional service ‘$ 1,198 4.00% $ 1,150 406% § 743 2.83%
Stationery & Supply Costs . & 673 225% § 650 230% $ 593 2.26%
Sundry & Tellers $ 102 034% § 146 051% §$ 160 0.61%
Total non-interest Expense $ 29,925 100.00% $ 28,299 100.00%  $ 26,242 100.00%
As a % of average earning assets 3.69% 4.42% 4.36%
Net non-interest income as a % of earning assets 2.482% 2.79% -2.94%
Efficiency Ratio (tax-equivalent) 54.56% 59.67% 61.60%

The primary sources of non-interest income for the Company include the following: Service charges on deposit
accounts; credit card fees; other service charges, commissions, and fees including ATM fees, check card interchange
fees, operating lease income, and other miscellaneous income; income from bank-owned life insurance; gains on the
sale of loans; and loan servicing income. At times, the Company has also realized substantial gains on the sale of
investment securities and from the sale of loan servicing rights.
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While it would appear on the surface that BOLI income has declined in significance relative to overall non-interest
income, this is mainly due to a fourth quarter adjustment that reduced BOLI income by $295,000. The income
adjustment stems from certain BOLI accounts that had been carried on the Company’s books gross of potential sur-
render charges, but which were written down in 2004 to reflect such surrender charges. While it has not been our
intent to sell or otherwise liquidate those policies, and the surrender charges diminish over time and ultimately
disappear, accounting guidance received in late 2004 indicated that all BOLI should be reflected on our balance sheet
net of any potential surrender charges. A lower average earnings rate on our aggregate BOLI investment during 2004
caused an additional $150,000 decline in BOLI income.

The decline in BOLI income makes other non-interest categories appear to have strengthened their contribution to
total non-interest income, however for deposit service charges in particular growth has been virtually nonexistent.
Despite fairly significant increases in average transaction account balances, and even though returned item and over-
draft charges, a large component of deposit service charges, increased by $532,000, or 17%, service charges on
deposit accounts show little change in dollar volume and declined as a percentage of transaction accounts in 2004
relative to 2003. The Company’s ratio of service charge income to average transaction accounts (demand and
interest-bearing NOW accounts) was 2.3% in 2004 as compared to 2.7% in both 2003 and 2002. This phenomenon is
due to growth in accounts that are initially free of service charges. Most financial institutions in the Company’s
market areas have similar “free account” offerings, and management views this as a defensive product. The negative
service charge impact is overcome by the fact that they provide interest-free funding, expand the Company’s
customer base, and increase cross-sell opportunities for other Bank products such as consumer loans and relatively
low-cost savings accounts.

Other service charges, commissions, and fees also constitute a large portion of non-interest income, and totaled $2.1
million in 2004, $1.9 million in 2003, and $1.0 million in 2002. The largest single increase within this category in
2004 was a $275,000 increase in leasing income, followed by ATM fees and charges which were $164,000 higher.
The largest decline was a $96,000 drop in referral fees on mortgage loans, due to weakening mortgage loan activity.

Income from loan sales was $330,000 in 2004, $267,000 in 2003, and $658,000 in 2002. While the Company still
originates and sells a certain number of residential mortgage loans (primarily those associated with its all-in-one
" “construction through permanent financing” product), in March of 2002 the Company restructured its mortgage
lending group to reduce expenses and began outsourcing the majority of its residential mortgage loan origination ser-
vices to Moneyline Lending, Inc. This resulted in a drop-off in loan sales income, although Moneyline pays the
Company referral fees for successfully closed loans. As noted above, Moneyline fees are reflected in other service
charges, commissions and fees. With the sale of most of the Company’s loan servicing portfolio in 2001, loan ser-
vicing income has become less significant and was only $130,000 in 2004, $162,000 in 2003 and $217,000 in 2002.

Gains from the sale of investment securities were negligible in 2004. The $118,000 gain on investment securities in
2003 is primarily comprised of liquidating dividends resulting from the Company’s investment in Sphinx, as that
company completed its planned dissolution. Sphinx was the shell company remaining after selling its primary earn-
ing asset, a core banking system known as Phoenix which was the prior core system utilized by the Company. Other
gains from municipal bonds called in 2003 were offset by the Company’s write-off of its $40,000 investment in
California Bankers Insurance Agency, subsequent to the receipt from them of correspondence alerting the Company
to their dissolution. The $280,000 gain in 2002 was also largely due to liquidating dividends from Sphinx.

The “other” category in non-interest income includes $110,000 in non-recurring gains from the sale of Other Real
Estate Owned in 2004, and approximately $175,000 in such gains in 2003. This category also includes rental mcome
from Investment Centers of America, which is in the form of percentage rents based on gross commissions generated,
and which did not increase significantly in 2004.

Typically, the largest dollar increase for any single non-interest expense category is in salaries and employee benefits.
However, in 2004 this category increased by only $33,000, or 0.2%, relative to 2003. This was in part the result of a
$1.2 million increase in salaries related directly to successful loan originations, which were deferred pursuant to FAS
91 and are subsequently being amortized as a reduction of yield over the life of the loans to which they relate.
Excluding the impact of deferred loan origination costs, salaries increased by about $729,000, or 6%, which repre-
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sents a relatively modest increase in view of the branch addition and the enhancement of support staff in 2004.
Employee benefits increased by a disproportionate $467,000, or 13%, in 2004, primarily because of a $174,000, or
15%, increase in group health insurance premiums, and a $157,000, or 40%, increase in workers compensation costs.

In 2003 the cost of salaries and benefits increased by 19% relative to the previous year due to regular annual increases
of about 5%, plus staff additions and higher benefits costs. The increase includes staffing costs for the branch added
in June 2003, and reflects a full year of item processing personnel who came on board in August of 2002.
Furthermore, there were selective staff additions in our branches to boost business development activities, and back
office staff additions to enhance customer service. The increase in 2003 also includes an approximate $400,000
increase in accruals for salary continuation agreements, which were adopted for certain key employees in the fourth
quarter of 2002 in conjunction with the Company’s purchase of BOLIL. As intended, however, BOLI income more
than offset expense accruals for salary continuation agreements and the directors’ retirement plan. Expenses in 2003
were also impacted by the rising cost of benefits, with workers compensation premiums nearly doubling and group
health insurance costs up substantially.

Based on market analysis and peer comparisons, it is management’s opinion that the Company can achieve future
growth in loans and deposits with staff additions limited to minimum requirements for new branches and nominal
growth in support staff. Thus, it is expected that salaries and employee benefits will decline somewhat as a percent-
age of earning assets over the next few years, although there is no guaranty that this will actually occur. The number
of full-time equivalent employees was 344 at the end of 2004, 326 at the end of 2003, and 311 at the end of 2002.

Total rent and occupancy costs, including furniture and equipment expenses, were $6.0 million in 2004, $5.2 million
in 2003, and $4.4 million in 2002. The annual increase in these expenses was $789,000, or 15% for 2004, and
$809,000, or 18% for 2003, and they rose to 20% of total non-interest expense in 2004 from 18% in 2003. Much of
the increase in 2004 is the result of depreciation expense on equipment and software acquired in connection with the
conversion of our core processing system at the beginning of 2004. An additional $145,000 of the increase is due to
the charge-off of obsolete telephone equipment subsequent to our conversion to VOIP technology in the fourth
quarter of 2004. New branches also added over $150,000 to occupancy expense. Expenditures related to the physi-
cal security of premises and customer. mformatlon while dlfﬁcult to quantify, also contributed to the increase in
occupancy costs in 2004.

Approximately half of the increase in rent and occupancy expense 2003 is related to the inclusion of costs for a full
year of the in-house item processing operation, in the form of rent expense and depreciation on the equipment and
tenant improvements, whereas in-house item processing was only in operation for about one quarter of 2002. In late
2002 our data processing operations relocated to the same building utilized by item processing, further increasing rent
expense. The branch that commenced operations in Fresno in June of 2003 was another factor in the increase in rent
and occupancy expense for that year. :

Total data processing costs were almost the same in 2004 as in 2003, however they dropped by $1.1 million, or 50%,
in 2003 relative to 2002. The reduction in 2003 was due to the elimination of item processing outsourcing Ccosts,
which totaled $1.4 million in 2002. Other data processing costs offset this savings to some extent in 2003, increasing
by $308,000, or 39%, due mainly to termination fees and other costs associated with the Company’s conversion of its
core banking and online banking software which were expensed in 2003.

Deposit services costs increased by $114,000, or 11% in 2004, due to higher ATM network and servicing costs,
higher check printing costs, and higher courier costs. In 2003, however, deposit services costs fell by $47,000, or
4%, primarily because of lower ATM network costs. Loan services expenses were up by a combined $394,000, or
42%, in 2004, due mainly to higher OREO expenses and a $131,000 provision for unfunded commitments. The cost
of loan services declined in 2003 compared to 2002 because of more aggressive collection efforts for appraisal and
inspection costs which are included in the loan processing subtotal.

Despite additional consulting and audit expenses incurred in our efforts to comply with Section 404 of the Sarbanes-

Oxley Act, other areas were well-controlled and the total cost of professional services increased by only $10,000 in
2004. However, professional services expenses increased by $220,000, or 12%, in 2003. While there were many
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contributing factors, the 2003 increase can primarily be explained by accruals for a retirement plan for directors that
was adopted effective October 1, 2002 in conjunction with the purchase of BOLL

The “other operating costs” category includes telecommunications, postage, and other miscellaneous costs, and
totaled $2.4 million in 2004, $2.2 million in 2003, and $2.1 million in 2002. Telecommunications expense increased
by $66,000, or 9%, in 2004, however with the recent technology upgrade near-term expense increases are expected to
be minimal, although no assurance can be given in this regard. Postage expense fell by $74,000 in 2004 due in part
to postage for marketing pieces that is now included in advertising and marketing costs, while other operating
expenses increased $198,000 primarily from a $145,000 increase in depreciation on operating leases and higher
training costs. Other operating expenses for 2003 relative to 2002 include approximately $200,000 more in accruals
for estimated operating losses on the Company’s investments in low-income housing tax credit funds. The losses are
an expected component of these investments, and are factored into the initial assessment of projected returns.

While some level of expense increase is expected in the normal course of business, we are focused on controlling
overhead expenses where possible. Improvement is evident in the Company’s tax-equivalent overhead efficiency
ratio, which dropped to 54.6% in 2004 from 59.7% in 2003 and 61.6% for 2002.

Income Taxes

In 2004 the Company’s provision for federal and state income taxes was $7.2 million, while the tax provision was
$4.4 million and $3.1 million for 2003 and 2002, respectively. This represents 35.0% of income before taxes in 2004,
29.7% in 2003, and 25.8% in 2002. The effective tax rate increased in 2003 relative to 2002 due to the suspended
recognition of real estate investment trust (“REIT”) tax benefits, and increased again in 2004 due in part to a
$400,000 REIT adjustment, as explained in greater detail later in this section. Without the adjustment in 2004 the
rate would have been 33.0%, which is still higher than in the previous year because most of the $5.8 million increase
in pre-tax income in 2004 is taxable at the Company’s marginal tax rate of approximately 42%. The Company did
invest $1.5 million in additional low-income housing tax credit funds in mid-2004, however the tax credits generated
by that specific investment are minimal for the first year.

* The Company sets aside its provision for income taxes on a monthly basis. As indicated in Note 9 in the Notes to the
Consolidated Financial Statements, the amount of such provision is determined by applying the Company’s statutory
income tax rates to pre-tax book income as adjusted for permanent differences between pre-tax book income and
actual taxable income. These permanent differences include but are not limited to tax-exempt interest income,
increases in the cash surrender value of BOLI, California Enterprise Zone deductions, certain expenses that are not
allowed as tax deductions, and tax credits.

Tax-exempt interest income is generated primarily by the Company's investments in state, county and municipal
bonds, which provided $1.3 million in federal tax-exempt income in 2004 and $1.6 million in 2003. Although not
reflected in the investment portfolio, the company also has total investments of $8.8 million in low-income housing
tax credit funds as of December 31, 2004. These investments have generated substantial tax credits for the past few
years, with about $965,000 in credits available for the 2004 tax year and $442,000 in tax credits realized in 2003.
The investments are expected to generate approximately $8.7 million in aggregate tax credits from 2005 through
2015, however the credits are dependent upon the occupancy level of the housing projects and income of the tenants
and cannot be projected with complete certainty.

An additional permanent difference arose as a result of the formation of a REIT which began operations in August
2002. The REIT was formed to provide the Company with greater flexibility in managing its capital, but had the
added benefit of providing California income tax benefits. The Company adjusted its tax accrual effective August
2002 to allow for the year-to-date impact of the REIT, and ultimately filed tax returns reflecting the REIT benefit.
We continued to recognize this tax benefit through most of 2003. However, because of an adverse interpretation of
existing law that was released by the California Franchise Tax Board (“FTB”) on December 31, 2003, effective as of
that date the Company reversed all REIT-related tax benefits recognized during that year and suspended the recogni-
tion of those benefits going forward. In addition, in the first quarter of 2004 the Company filed amended 2002
income tax returns excluding the REIT benefit and paid the additional tax and interest resulting from the revised cal-
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culation, which added approximately $400,000 to our regular 2004 tax provision. California tax laws relating to
REIT’s have not changed and our REIT tax advisors (a national accounting firm) have affirmed their initial tax
opinion, and challenges to the FTB’s interpretation are now being asserted. No assurance can be given that the tax
benefits originally expected to be generated by the REIT will ultimately be realized, however.

- Some items of income and expense are recognized in different years for tax purposes than when applying generally
accepted accounting principles, leading to timing differences between the Company’s actual tax liability and the
amount accrued for this liability based on book income. These temporary differences comprise the “deferred” portion
of the Company’s tax expense, which is accumulated on the Company 5 books as a deferred tax asset or deferred tax
liability until such time as it reverses.

Financial Condition

‘A comparison between the summary year-end balance sheets for 2000 through 2004 was presented previously in the
table of Selected Financial Data (see Item 6 above). As indicated in that table, the Company's total assets, loans, and
shareholders’ equity have grown each year for the past four years. The Company experienced its most pronounced
growth during 2004, with total assets increasing by $196 million, or 24%, due to the aforementioned leverage strategy
as well as strong organic loan growth. The increase in assets was also substantial in 2003, with growth of over $100
million, or 14%, due primarily to loan growth. Total assets were $997 million and $802 million at December 31,
2004 and 2003, respectively: The major components of the Company’s balance sheet are individually analyzed
below, along with off-balance sheet information.

Loan and Lease Portfolio

The. Company's loan and lease portfolio represents the single largest portion of invested assets, substantially greater
than the investment portfolio or any other asset category, and the quality and diversification of the loan and lease
portfolio are important considerations when reviewing the Company's financial condition. The Company is not
involved with chemicals or toxins that might have an adverse effect on the environment, thus its primary exposure to
environmental legislation is through its lending activities. The Company’s lending procedures include steps to iden-
tify and monitor this exposure to in an effort to avoid any related loss or liability.

At December 31, 2004, gross loans and leases represented 70% of total assets, compared to 76% and 73% at
December 31, 2003 and 2002, respectively. The decline in 2004 stems from a 134% increase in investment balances
relative to only a 14% increase in loan balances due primarily to the implementation of the leverage strategy.
Management expects that the Company’s ratio of loans and leases to assets will average around 71% during 2005,
although the ratio also depends upon the relative growth of investments and non-earning assets and could be higher or
lower. The ratio of net loans and leases to deposits increased to 92% at the end of 2004 from 88% at the end of 2003.

Overall demand for loans remains relatively strong in many areas within the Company’s markets and competition has
intensified, especially in Fresno and Bakersfield. To help ensure that we remain competitive, we have added leasing
to our array of financing options, and make every effort to be flexible and creative in our approach to structuring
loans. More extensive loan-oriented marketing has also been planned.

The Selected Financial Data table in Item 6 above reflects the amount of loans and leases outstanding at December
31* for each year from 2000 through 2004, net of deferred fees and origination costs and the allowance for loan and
lease losses. The Loan and Lease Distribution table that follows sets forth the Company's gross loans and leases out-
standing and the percentage distribution in each category at the dates indicated. The amounts shown in the table do
not reflect any deferred loan fees or deferred origination costs, nor is the allowance deducted.
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Loan and Lease Distribution

As of December 31,
(dollars in thousands) 2004 2003 2002 2001 2000
Agricultural $ 13,146 § 13,693 § 11,030 $ 14471 $ 16,306
Commercial and Industrial $ 07810 § 91,367 § 81,243 § 80,613 § 65591
Real Estate:
Secured by Commercial/Professional Office
Properties including construction and development  $ 336,065 $ 306,635 & 238709 § 196455 § 165759
Secured by Residential Properties $ 126241 § 98891 § 91,084 $ 106,772 § 102,594
Secured by Farmland $ 37,648 § 25281 $ 16931 $ 16998 § 17575
Held for Sale $ 440 § 513§ 653 § 1,048 § 2,128
Total Real Estate $ 500,394 8 431,320 § 347,377 § 321,273 $ 288,056
Small Business Administration loans $ 21,547 § 21964 § 21918 § 16942 § 10,883
Consumer Loans $ 48992 § 41,106 § 39825 § 41958 § 29,379
Direct Financing Leases $ 349 8 792 % - 3 - 3 -
Credit Cards $ 10897 $ 10435 $ 11,225 § 11,344 § 11,48]
Total Loans and Leases $ 696,276 $ 610,681 $ 512,618 $ 486,601 $ 421,696
Percentage of Total Loans and Leases -
Agricultural 1.89% 2.24% 2.15% 2.97% 3.87%
Commercial and Industrial 14.05% 14.96% 15.85% 16.57% 15.55%
Real Estate:
Secured by Commercial/Professional Office
- Properties including construction and development 48.27% 50.21% 46.57% 40.37% 39.31%
Secured by Residential Properties 18.13% 16.20% 17.77% 21.94% 24.33%
Secured by Farmland 5.41% 4.14% 3.30% 3.49% 4.17%
Held for Sale 0.06% 0.08% 0.13% 0.22% 0.50%
Total Real Estate 71.87% 70.63% 67.77% 66.02% 68.31%
Small Business Administration loans 3.09% 3.60% 4.27% 3.48% 2.58%
Consumer Loans 7.04% 6.73% 7.71% 8.62% 6.97%
Leases 0.49% 0.13% 0.00% 0.00% 0.00%
Credit Cards 1.57% 1.71% 2.19% 2.34% 2.72%
100.00% 100.00% = 100.00% 100.00% 100.00%

As displayed in the table, aggregate loan and lease balances increased by $275 million, or 65%, from the end of 2000
to the end of 2004. The Company’s branches and other business units generated the bulk of that growth.
Participations purchased in 2004 roughly offset the runoff of participations previously purchased, however about $13
million in net growth in 2003 was from commercial real estate loan participations purchased. Overall, loan demand
in the Company’s immediate market has been weighted toward loans secured by real estate, including commercial
and professional buildings and single family dwellings. As a result, these areas have comprised the major portion of
the Company’s loan growth over the past few years. The most significant shift in the loan portfolio mix over the past
five years has been toward real estate loans secured by commercial properties, which increased to 48% of total loans
at the end of 2004 from 39% at the end of 2000. Commercial real estate is an important part of the Company’s lend-
ing focus and is likely to remain so for the immediate future.

Despite an overall trend upward for the past few years, commercial real estate loans fell slightly as a percentage of
total loans during 2004 while loans secured by residential properties increased to 18% from 16%. This was due
mainly to the recent success of the Company’s home equity lines rather than growth in residential mortgage loans, as
mortgage loan balances have tapered off subsequent to the outsourcing of most mortgage lending activity in 2002.
Commencing in March 2002, the Company began collecting referral fees for directing most of its residential mort-
gage customers to Moneyline. From March 2002 through December 2002, the Company referred a total of $17 mil-
lion in successfully completed mortgage loans to Moneyline, with the volume of referrals increasing to $45 million in
2003. With the recent slowdown in refinance activity, total mortgage loan referrals for 2004 were just $18 million.

Loans secured by farmland increased by $12 million, or 49%, in 2004, which boosted those loans to 5% of total loans
at the end of 2004 from 4% at the end of 2003. The Company also originates and sells agricultural mortgage loans to
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certain investors, and the volume of agricultural mortgage loans serviced totaled $21 million as of December 31,
2004. Total loans serviced for others numbered 76 with an aggregate balance of $22 million as of the end of 2004, as
compared to 97 loans with an aggregate balance of $33 million at the end of 2003 and 128 loans with an aggregate
balance of $43 million at December 31, 2002.

Commercial and industrial loans, including SBA loans, increased by a combined $6 million, or 5%, in 2004, The
Company’s commercial loans are centered in locally-oriented commercial activities in markets where the Company
has a physical presence, and this segment of the portfolio has struggled for growth as the local market has become
increasingly competitive and other lenders have been willing to offer terms that do not fit our profit equation.
Potential business has been passed over in some instances, and in others the Company has taken real estate collateral
as an abundance of caution which causes the loans to be classified as commercial real estate. The Company also has
a business unit dedicated to its SBA product and is very active in specific SBA program lending. Further, the
Company is designated as an SBA Preferred Lender, which allows greater flexibility to meet small business loan
requests with a more timely credit approval process. In the past the Company has sold some of its SBA loans, and
while we still have the ability to do so, our intention for the immediate future is to retain the SBA loans we originate.

The consumer loans category represented 7% of total loans and leases outstanding at December 31, 2004, and 7% at
December 31, 2003. These balances consist primarily of automobile loans and unsecured lines of credit. Consumer
loans increased by $8 million, or 19%, during 2004, a growth rate slightly higher than for the aggregate portfolio.
The increase in 2004 came despite the migration of consumer credit to tax-advantaged home equity lines, and was
primarily the result of marketing campaigns targeting auto loans.

Agricultural loans stood at 2% of total loans at the end of 2004, a slight decline relative to 2003 but a fairly substan-
tial decline relative to the 4% ratio shown for the end of 2000. The decline in the relative level of agricultural loans
over the past few years has been due in part to reduced local plantings in response to foreign competition. However,
the Company has also withdrawn from financing production lines, where year-to-year cash flow variations can im-
pede the ability of borrowers to meet contractual repayment terms. With uncertain commodity prices some of our
borrowers have experienced declining equity in farming operations, and many are selling farm land for alternate uses
such as housing and commercial development.

Credit card loans represented just 2% of total loans and leases outstanding at December 31, 2004, having declined
from 3% of total loans and leases at December 31, 2000. Despite this decrease, the credit card segment of the
Company’s loan product group remains an important part of the Company’s relationship-oriented retail lending
strategy.

Loan and Lease Maturities
The vfollowing; maturity table shows the amounts of total loans and leases outstanding as of December 31, 2004,
including non-accruing loans. The maturity distribution is based on remaining scheduled principal payments that are

due within three months, after three months but less than one year, after one but within five years, or after five years.
The principal balance of loans due after one year is indicated by both fixed and floating rate categories.
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Loan and Lease Maturity

(dollars in thousands) As of December 31, 2004
Three Floating Fixed
Three months One Over rate: rate:
months to twelve to five five due after due after
or less months years years Total one year one year
Agricultural $ 1,321 $ 9280 §$ 1,323 % 1,222 § 13,146 § 1,762 % 783
Commercial and Industrial (1) § 14,398 § 30905 § 48649 § 25405 § 119,357 $ 51,455 § 22,599
Real Estate $ 43998 § 51959 § 92460 § 311,977 $ 500394 $ 276872 § 127,565
Consumer Loans § 1,103 $§ 1953 § 21526 § 24410 $ 48992 § 22622 § 23314
Credit Cards 3 - 8 - § 10897 $ - % 10897 § 10,897 § -
Leases 3 - $ - $ 1,725 $ 1,765 $ 3,490 $ - 3 3,490
TOTAL $ 60820 $ 94097 § 176580 § 364,779 $§ 696276 $ 363,608 $ 177,751

e ——

(1) Includes Small Business Administration Loans

For a comprehensive discussion of the Company’s liquidity position, re-pricing characteristics of the balance sheet,
and sensitivity to changes in interest rates, see the “Liquidity and Market Risk” section.

Off-Balance Sheet Arrangements

In the normal course of business, the Company makes commitments to extend credit to its customers as long as there
are no violations of any conditions established in contractual arrangements. These commitments are obligations that
represent a potential credit risk to the Company, yet are not reflected in any form within the Company’s consolidated
balance sheets. Total unused commitments to extend credit were $257 million at December 31, 2004, as compared to
$227 million at December 31, 2003. Net of credit card lines available which were $42 million and $43 million at
December 31, 2004 and 2003, unused commitments represented 31% and 30% of outstanding gross loans and leases
at December 31, 2004 and 2003, respectively. The Company's stand-by letters of credit at December 31, 2004 and
2003 were $20 million and $21 million, respectively.

The effect on the Company’s revenues, expenses, cash flows and liquidity from the unused portion of the commit-
ments to provide credit cannot be reasonably predicted, because there is no certainty that the lines of credit will ever
be fully utilized. For more information regarding the Company’s off-balance sheet arrangements, see Note 11 to the
financial statements located elsewhere herein.

Contractual Obligations

At the end of 2004, the Company had contractual obligations for the following payments, by type and period due:

Payments Due by Period
Less than More than
Total 1 Year 1-3 Years 3-5 Years 5 Years

Long-term debt obligations $ 30,928,000 $ -3 -8 - § 30,928,000

Capital lease obligations $ - 8 -8 - 8 - 8 -

Operating lease obligations $ 5,006,000 % 659,000 $ 1,224,000 $ 1,002,000 $ 2,121,000

Purchase obligations $ 376,194 § 125,398 § 250,796 $ -

Other long-term obligations $ 2204577 § 1,741,801 §$ 462,776 $ - 8 -

Total $ 38514771 § 2,526,199 § 1937572 § 1,002,000 $ 33,049,000
Non-performing Assets

Financial institutions generally have a certain level of exposure to asset quality risk, and could potentially receive less
than a full return of principal and interest if a debtor becomes unable or unwilling to repay. Since loans are the most
significant assets of the Company and generate the largest portion of its revenues, the Company's management of
asset quality risk is focused primarily on loan quality. Banks have generally suffered their most severe earnings
declines as a result of customers' inability to generate sufficient cash flow to service their debts, or as a result of the
downturns in national and regional economies which have brought about declines in overall property values. In
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addition, certain debt securities that the. Company may purchase have the potential of becoming less valuable if the
obligor's financial capacity to repay deteriorates, and the Company’s equity investments could fall in value.

To help minimize credit quality concerns, we have established a sound approach to credit that includes well-defined
goals and objectives and well-documented credit policies and procedures. The policies and procedures identify
market segments, set goals for portfolio growth or contraction, and establish limits on industry and geographic credit
concentrations. In addition, these policies establish the Company’s underwriting standards and the methods of moni-
toring ongoing credit quality. The Company's internal credit risk controls are centered in underwriting practices,
credit granting procedures, training, risk management techniques, and familiarity with loan and lease customers as
well as the relative diversity and geographic concentration of our loan and lease portfolio.

The Company's credit risk may also be affected by external factors such as the level of interest rates, employment,
general economic conditions, real estate values, and trends in particular industries or geographic markets. As a multi-
community independent bank serving a specific geographic area, the Company must contend with the unpredictable
changes of the California and San Joaquin Valley markets. The Company's asset quality has suffered in the past from
the impact of national and regional economic recessions, consumer bankruptcies, weather-related agricultural losses,
and depressed prices for agricultural goods. Recently, however, the San Joaquin Valley has experienced healthy
commercial and residential growth even as the agricultural industry remains relatively weak. Major companies are
discovering the San Joaquin Valley as an ideal location for distribution facilities, jobs are growing at a relatively fast
rate, and comparatively low-cost housing has attracted new residents from more expensive regions of California. The
Company is optimistic that the local economy will continue to flourish, but no assurance can be given that this will in
fact occur,

Non-performing assets are comprised of the following: Loans and leases for which the Company is no longer accru-
ing interest; loans and leases 90 days or more past due and still accruing interest (although they are generally placed
on non-accrual when they become 90 days past due); loans and leases restructured where the terms of repayment have
been renegotiated, resulting in a deferral of interest or principal; and other real estate owned ("OREOQ").
Management's classification of a loan or lease as “non-accrual” is an indication that there is reasonable doubt as to the
full recovery of principal or interest on the loan or lease. At that point, the Company stops accruing income from the
interest, reverses any uncollected interest that had been accrued but unpaid, and recognizes interest income only as
cash interest payments are received and as long as the collection of all outstanding principal is not in doubt. The
loans may or may not be collateralized, and collection efforts are continuously pursued. Loans or leases may be
restructured by management when a borrower has experienced some change in financial status causing an inability to
meet the original repayment terms and where the Company believes the borrower will eventually overcome those
circumstances and make full restitution. OREO consists of properties acquired by foreclosure or similar means that
management intends to offer for sale. The following table provides information with respect to components of the
Company’s non-performing assets at the dates indicated.
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Non-performing Assets

(dollars in thousands) As of December 31,
Nonaccrual Loans and Leases:"" 2004 2003 2002 2001 2000
Agricultural $ - 0§ 725 $ 15 § 185 § 652
Commercial and Industrial $ 393 $2370 $ 1,070 § 1,022 § 47
Real Estate
Secured by Commercial/Professional Office
Properties including construction and development $ - § 116 3 350 § 503 § -
Secured by Residential Properties $ - § 260 § K) - 8 -
Secured by Farmland $ 1313 $1920 § 2,343 $ 4945 § 1,267
TOTAL REAL ESTATE $ 1,313 $2296 § 2,724 $ 5448 $ 1,267
Small Business Administration loans $ 255 ¢ 787 § 323 % - 8 -
Consumer Loans 3 168 $ 284 3§ 141 § 22 § 22
Credit Cards $ i9 § 15 3 56 § 39 § 132
SUBTOTAL $ 2,148 $6477 8§ 4329 § 6,716 §$ 2,120
Loans and leases 90 days or more past due & still accruing:
(as to principal or interest)
Agricultural . $ - $ - 8 - $ 1,418 § -
Commercial and Industrial $ - 8 - $ 1426 § 87 § 110
Real Estate
Secured by Commercial/Professional Office
Properties including construction and development $ - 3 - $ 700 % - § 163
Secured by Residential Properties $ - 3 - 3 ~ § 640 $ 94
Secured by Farmland $ - 3 - 8 - 8 - § 106
TOTAL REAL ESTATE $ - 8 - % 700 §$ 640 § 363
Small Business Administration loans $ 280 $ 206 $ -3 - § 433
Consumer Loans 3 20 3 - 8 - $ 126 § 31
Credit Cards $ - $ - 3 12§ 17 § 22
SUBTOTAL $ 300 $ 206 $ 2,138 3 3,068 $ 964
TOTAL NON-PERFORMING LOANS AND LEASES § 2448 $ 6,683 § 6467 $ 9,784 § 3,084
Other Real Estate Owned $ 2524 $2784 § 1421 § 769 § 1,530
Total nonperforming assets $ 4972 §$ 9467 $ 7,888 $10,553 § 4,614
! F— i —
Restructured loans and leases © N/A N/A N/A N/A N/A
Nonperforming loans and leases as % of total gross loans
and leases 0.35% 1.09% 1.26% 2.01% 0.73%
Nonperforming assets as a % of total gross loans and leases
and other real estate owned 0.71% 1.54% 1.53% 2.17% 1.05%

(1)Additional interest income of approximately $329,000 would have been recorded for the year ended December 31, 2004 if these loans had been paid
in accordance with their original terms and had been outstanding throughout the applicable period then ended or, if not outstanding throughout the
applicable period then ended, since origination.

(2) A "restructured loan or lease” is one where the terms were rencgotiated to provide a reduction or deferral of interest or principal because of a

deterioration in the financial position of the borrower.

Total non-performing balances stood at $5.0 million at the end of 2004, of which over $3.3 million is agriculture-
related. The non-performing agriculture loans and OREO stem from issues in our Agriculture Credit Department
prior to its reorganization in 2001. At that time, an experienced agriculture lender/manager was hired to monitor
problems that were becoming apparent, implement tighter controls, and establish more effective underwriting criteria.
With that accomplished, we are now cautiously expanding the agricultural loan portfolio with loans to creditworthy
borrowers, although no assurance can be given that all of those borrowers will continue to pay principal and interest
in a timely manner.

37




The balance of non-performing assets at the end of 2004 represents a decrease of $4.5 million, or 47%, from year-end
2003 levels. The ratio of non-performing assets to total gross loans plus OREOQ also fell substantially, to 0.71% at the
end of 2004 from 1.54% at the end of 2003, and non-performing loans as a percentage of total loans and leases fell to
0.35% from 1.09%. While almost every category of non-performing assets declined in 2004, the main changes were
in commercial and industrial loans, which dropped by $2.0 million, agricultural loans, which fell by $725,000, and
loans secured by farmland, which were $607,000 lower. The decline in commercial and industrial loans was mainly
due to a $1 million relationship that was brought current when the customer collected delinquent payments owed to it
under a government contract. The Company also collected a $600,000 balance plus past-due interest under a USDA
guarantee, further reducing the balance of non-accruing commercial loans. The balance of agricultural loans and
loans secured by farmland declined mainly due to principal pay-downs, but also due in part to the charge-off of
balances deemed uncollectible. A mitigating factor when evaluating the Company’s non-performing loans is that
$1.3 million, or 54%, of the total $2.4 million balance at year-end 2004 is secured by real estate. An additional
$458,000, or 19%, is comprised of the guaranteed portion of loans that are backed by the U.S. government.

We recognize that an increase in the dollar amount of non-accrual loans and leases is possible in the normal course of
business as we expand our lending activities, and we also expect occasional foreclosures as a last resort in the resolu-
tion of some problem credits. At the end of January 2005, we were advised by the borrowers on a $2.5 million loan
that they will be unable to comply with current repayment terms because of a dispute over payments due them under a
government contract. While the borrowers have been paying interest on the loan, they do not currently have the
means to repay principal when due in April 2005. The Company has been assured in writing that the borrowers
intend to repay all principal and interest, and we hope to restructure the loan to better enable them to ultimately do so.

Allowance for Loan and Lease Losses

The allowance for loan and lease losses is established through a provision for losses based on management's evalua-
tion of known and inherent risks in the Company’s loan and lease portfolio. The allowance is increased by provisions
charged against current earnings, and reduced by net charge-offs. Loans and leases are charged off when they are
deemed to be uncollectible, while recoveries are generally recorded only when cash payments are received subse-
quent to the charge off. ‘

We employ a systematic methodology for determining the allowance for loan and lease losses that includes a periodic
review process and adjustment of the allowance at least quarterly. Our process includes a review of individual loans
and leases that have been specifically identified as problems or have characteristics that could lead to impairment, as
well as detailed reviews of other loans and leases (either individually or in pools). Our methodology incorporates a
variety of risk considerations, both quantitative and qualitative, in establishing an allowance for losses that manage-
ment believes is appropriate at each reporting date.

Quantitative factors include our historical loss experience, delinquency and charge-off trends, collateral values,
changes in non-performing loans and leases, and other factors. Quantitative factors also incorporate known informa-
tion about individual loans and leases, including borrowers' sensitivity to interest rate movements and to other
quantifiable external factors, such as commodity price changes and acts of nature (freezes, earthquakes, fires, etc.),
that occur in a particular period. Qualitative factors are at least to some extent based on management's judgment and
experience. They include an assessment of the general economic environment in our markets and, in particular, the
state of agriculture and other key industries in the Central San Joaquin Valley. The way a particular loan or lease
might be structured, the extent and nature of waivers of existing loan policies, the results of bank regulatory
examinations, model imprecision, and the expected rate of portfolio growth are additional factors that are considered.
The table which follows summarizes the activity in the allowance for loan and lease losses for the years indicated:
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Allowance For Loan Losses and Leases
(dollars in thousands)

Balances:

Average gross loans and leases outstanding during period
Gross loans and leases outstanding at end of period

Allowance for Loan and Lease Losses:
Balance at beginning of period
Adjustments o

Provision Charged to Expense

Charge-offs
Agricultural
Commercial & Industrial Loans @
Real Estate loans
Consumer Loans
Leases
Credit Card Loans
Overdrafts
Total

Recoveries

Agricultural

Commercial & Industrial Loans @

Real Estate loans

Consumer Loans

Leases

Credit Card Loans

Overdrafts

Total

Net Loan and Lease Charge-offs
Balance at end of period

Ratios:

Net Loan and Lease Charge-offs
to Average Loans and Leases

Allowance for Loan and Lease Losses to
Gross Loans and Leases at End of Period
Allowance for Loan and Lease Losses to
Non-Performing Loans and Leases
Net Loan and Lease Charge-offs to Allowance
for Loan and Lease Losses at End of Period
Net Loan and Lease Charge-offs to
Provision for Loan and Lease Losses

(1) Allowance acquired from Sierra National Bank
(2) Includes Small Business Administration Loans.

As of December 31,

2004 2003 2002 2001 2000
$ 636,598 $ 550,744 $ 500,461 $ 426,968 $ 403,290
$ 696,276 $ 610,681 $ 512,618 $ 486,601 $ 421,696
$ 6,701 $ 5939 $ 5,675 $ 5362 $ 3319
$ -8 - 3 - 3 - $ 1,018
$ 3,473 $ 3,105 $ 3,350 $ 1,300 $ 2,760
$ 60 § - $ 602 $ 81 $ 324
$ 459 $ 1,491 $ 1,161 $ 295 $ 705
$ - 8 - S - 3 - 8 -
3 596 3 542 $ 1,031 $ 376 3 253
$ - 3 -8 - 8 - 8 -
$ 402 $ 561 $ 580 3 587 $ 657
$ 254  § - § - $ - 8 -
$ 1,771 $ 2,594 $ 3,374 $ 1,339 $ 1,939
$ 143 $ 34 3 34 S 31 3 27
$ 95 3 68 % 156 $ 187 $ 44
$ - 3 - 8 - 8 - 8 -
$ 120 $ 73 $ 37 $ 39 $ 66
$ - 8 - 3 - 3 - 3 -
$ 71 $ 7 3 61 $ 95 $ 67
$ 10 $ - 8 - $ - 8 -
$ 439 3 251 3 288 $ 352 $ 204
$ 1,332 $ 2343 $ 3,086 $ 987 $ 1,735
$ 8,842 $ 6,701 $ 5939 $ 5675 $ 5362
0.21% 0.43% 0.62% 0.23% 0.43%
1.27% 1.10% 1.16% 1.17% 1.27%
361.19% 100.27% 91.84% 58.00% 173.87%
15.06% 34.96% 51.96% 17.39% 32.36%
38.35% 75.46% 92.12% 75.92% 62.86%

The Company’s allowance for loan and lease losses increased by $2.1 million during 2004 and ended the year at $8.8
million. The loss provision in 2004 totaled $3.5 million, compared to $3.1 million in 2003. Net loans charged off
were $1.3 million in 2004 as compared to $2.3 million in 2003. Net loans charged off in 2004 were 0.21% of average
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loans and leases, compared to 0.43% in 2003. Most of the year-over-year decline in charge-offs was in commercial
loans, which fell by over $1 million. In the table, overdrafts account for charge-offs of $254,000 in 2004 but none in
previous years, because prior to 2004 losses stemming from overdraft balances were included as operating losses in
operating expenses. While uncollectible overdraft balances are now charged off as loan losses against the allowance
for loan and lease losses, related overdraft fees and charges are still reflected as operating losses.

The allowance for loan and lease losses increased to 1.27% of total loans and leases at year-end 2004 from 1.10% at
the end of 2003. The allowance also increased as a percentage of non-performing loans, growing to 361% at the end
of 2004 versus 100% at the end of 2003,

Our methodology for determining the adequacy of the Company’s allowance for loan and lease losses is, and has
been, consistently followed. However, as we add new products, increase in complexity, and expand our geographic
coverage, we expect to enhance our methodology to keep pace with the size and complexity of the loan and lease
portfolio. On an ongoing basis we engage outside firms to independently assess our methodology and perform inde-
pendent credit reviews of our loan and lease portfolio. The Company’s external auditors, the FDIC, and the Califor-
nia Department of Financial Institutions also review the allowance for loan and lease losses as an integral part of the
examination processes. Management believes that the current methodology is appropriate given our size and level of
complexity. Further, management believes that the allowance for loan and lease losses was adequate as of December
31, 2004 to cover known and inherent risks in the portfolio. Fluctuations in credit quality, changes in economic
conditions, or other factors could induce us to augment the allowance, however, and no assurance can be given that
such factors will not result in increased losses in the loan and lease portfolio in the future.

The following table provides a summary of the allocation of the allowance for loan and lease losses for specific cate-
gories at the dates indicated. The allocation presented should not be interpreted as an indication that charges to the
allowance for loan and lease losses will be incurred in these amounts or proportions, or that the portion of the allow-
ance allocated to each category represents the total amounts available for charge-offs that may occur within these
categories.

Allocation of Loan and Lease Loss Allowance As of December 31,
(dollars in thousands) 2004 2003 2002 2001 2000
% Total (1) % Total (1) % Total (1) % Total (1) % Total (1)
Amount Loans Amount  Loans Amount Loans Amount Loans Amount Loans

Agricultural $ 442 1.89% $ 351 2.24% $ 419 2.15% $ 997  297% $ 574 3.87%
Commercial and Industrial (2) § 4,421  17.14% $2,728 18.56%  $2,529 20.12% $ 1,573  20.05% $ 1,667 18.13%
Real Estate - $ 2,211 71.87% $2,721 7063% $1,538 67.77% 3 1,713  66.02% $2,112 68.31%
Consumer Loans $ 884 7.04% $ 719 6.73% $ 734 71.97% 3 681 8.62% $ 384 6.97%
Leases $ 177 0.49% 3 - 013% $ - 0.00% 3 - 0.00% $ - 0.00%
Credit Cards $ 707 1.57% 3 182 1.71% $ 719  2.19% $ 711 2.34% $ 625 2.72%

TOTAL $ 8,842 100.00% $ 6,701 100.00% $ 5939 100.00% 3 5,675 100.00% $ 5362 100.00%

(1) Represents percentage of loans in category to total loans.
(2) Includes Small Business Administration loans.

Investment Portfolio

The investment securities portfolio had a book value of $198 million at December 31, 2004, compared to $85 million
at the end of 2003. It is the second largest component of the Company's interest earning assets, and the structure and
composition of this portfolio is important to any analysis of the financial condition of the Company. The investment
portfolio serves the following purposes: 1) it provides liquidity for loan balance increases or deposit balance de-
creases; 2) it provides a source of pledged assets for securing certain deposits and borrowed funds, as may be required
by law or by specific agreement with a depositor or lender; 3) it provides a large base of assets, the maturity and in-
terest rate characteristics of which can be changed more readily than the loan portfolio to better match changes in the
deposit base and other funding sources of the Company; 4) it is an alternative interest-earning use of funds when loan
demand is weak; and 5) it can enhance the Company’s tax position by providing partially tax exempt income.
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The Company uses two portfolio classifications for its investments: “Held-to-maturity”, and “Available-for-sale”.
Accounting rules also allow for a trading portfolio classification, but the Company has no investments that would be
classified as such. The held-to-maturity portfolio can consist only of investments that the Company has both the
intent and ability to hold until maturity, to be sold only in the event of concerns with an issuer's credit worthiness, a
change in tax law that eliminates their tax exempt status, or other infrequent situations as permitted by generally
accepted accounting principles. Since the Company does not have a trading portfolio, the available-for-sale portfolio
is comprised of all securities not included as “held-to-maturity”,

Even though management currently has the intent and the ability to hold the Company’s marketable investments to
maturity, they are all currently classified as available-for-sale to allow flexibility with regard to the active manage-
ment of the Company’s investment portfolio. SFAS 133 requires available-for-sale securities to be marked to market
on a periodic basis with an offset to accumulated other comprehensive income, a component of equity. Monthly
adjustments are made to that account to reflect changes in the market value of the Company’s available-for-sale
securities.

The Company's investment portfolio is currently composed primarily of: (1) U.S. Treasury and Agency issues for
liquidity and pledging; (2) mortgage-backed securities, which in many instances can also be used for pledging, and
which generally enhance the yield of the portfolio; (3) state, county and munieipal obligations, which provide limited
tax free income and pledging potential; and (4) other equity investments. The fourth category includes an equity
investment in Farmer Mac stock, which is a required element to allow the Company to sell certain agricultural loans
to this quasi-governmental agency. Securities pledged as collateral for repurchase agreements, public deposits and
for other purposes as required or permitted by law were $177 million and $66 million at December 31, 2004 and
2003, respectively, with the increase related to securities pledged for leverage strategy borrowings.

In 2004, with the purchase of more than $100 million for the leverage strategy, mortgage-backed securities increased
to 80% of the total portfolio from 45% at the end of 2003. U.S. Treasury and Agency bonds declined to 3% of the
portfolio at the end of 2004 from 13% at the end of 2003, and municipal bonds fell to 17% of the total portfolio at the
end of 2004 from 41% at the end of 2003. In reviewing actual balance changes, mortgage-backed securities
increased by $120 million, while U.S. government agency securities fell by $5 million and municipal bonds were
down by $2 million in 2004. Most of the decline in agencies was due to maturing bonds that were subsequently
replaced with relatively higher-yielding mortgage-backed securities, while the drop in municipal securities was
mainly from bonds that were called prior to maturity. The Company was not inclined to replace these with similar
investments due to the relatively long duration and low yields of currently available bonds.

As can be seen on the Distribution, Rate & Yield table presented in a previous section, the average tax-equivalent
yield earned on total investments declined to 4.19% in 2004 from 4.51% in 2003. Even though shorter-term rates are
trending upward, as higher-yielding assets mature and are replaced by instruments with current market yields the port-
folio yield is likely to continue to decline slightly. The following Investment Portfolio table reflects the amortized
cost and fair market values for the total portfolio for each of the categories of investments for the past three years.

Investment Portfolio - Available For Sale As of December 31,
(dollars in thousands) 2004 2003 2002
Amortized  Fair Market Amortized  Fair Market Amortized  Fair Market
Cost Value Cost Value Cost Value
US Treasury Securities $ 506 $ 506 § 500 § 518 % 207 212
US Government Agencies & Corporations 6,013 $ 6,004 10,499 § 10,629 12,876 $ 13,357
Mortgage-backed securities (CMO) 159,576 $ 158,722 38,094 § 38492 23,341 § 24,000
Corporate Bonds -8 - -8 4503 § 4,597
State & political subdivisions’ 31,504 § 32,783 33,415 $ 35,148 39,787 $ 41,735
Equity securities 6 § 9 6 § 11 6 $ 10
Total Investment Securities $ 197,605 $ 198024 § 82523 § 84,798 $ 80,720 $ 8391}
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The investment maturities table below summarizes contractual maturities for the Company’s investment securities and
their weighted average yields at December 31, 2004. The actual timing of principal payments may differ from
remaining contractual maturities, because obligors may have the right to repay certain obligations with or without
penalties. : ’

Investment Maturities - Available For Sale

(dollars in thousands) As of December 31, 2004
Within One After One But  After Five Years But After Ten
Year Within Five Years _Within Ten Years Years Total

Amount  Yield Amount  Yield ~Amount Yield Amount Yield Amount  Yield
US Treasury securities $ - 000% § 506 3.16% §$ - 000% § - 000% § 506 3.16%
US Government agencies & corporations - 3,010 3.23% 2,994 3.99% - 0.00% - 0.00% 6,004 3.61%
Mortgage-backed securities 2,831 437% 155,891 4.02% - 0.00% - 0.00% 158,722 4.03%
State & political subdivsions 5,686 5.28% 13,905 6.19% 12,116 6.54% 1,076 6.71% 32,783 6.18%
Equity securities @ - 0.00% - 0.00% - 0.00% 9 4.63% 9 4.63%
Total investment securities $ 11,527 $ 173,‘296 $12,116 $ 1,085 3 1985024

(1) Yields are not adjusted for the tax benefits of non taxable income.
(2) Equity securities have no stated maturity but have been added to the after ten years, for ease of review.

Cash and Due From Banks

Cash on hand and balances due from correspondent banks totaled $37 million at the end of 2004 and $53 million at
the end of 2003. At December 31, 2004, cash and due from banks comprised 4% of total assets, compared to 7% at
December 31, 2003. These balances fluctuate frequently and by large amounts depending on the status of cash items
in process of collection and cash on hand, thus period-end balances are not optimal indicators of trends in cash and
due from banks. Annual average balances provide a much more appropriate gauge. The average balance for 2004
was $38 million, an increase from the average of $37 million for 2003 due mainly to the addition of a branch.

Even with the new branches planned for 2005, we expect that the average balance will decline slightly for the year
due to more aggressive monitoring and management of branch cash levels, although no assurance can be provided
that this will occur. Also, due from bank balances, including balances at the Federal Reserve Bank, have generally
been greater for the Company than for similar size institutions in metropolitan areas where collection activity is more
centralized. However, as the electronic exchange of imaged cash items proliferates this geographic disadvantage
could dissipate.

Premises and Equipment

Premises and equipment are stated at cost, less accumulated depreciation and amortization. Depreciation is charged
to income over the estimated useful lives of the assets and leasehold improvements are amortized over the terms of
the related lease, or the estimated-useful lives of the improvements, whichever is shorter. Depreciation and amortiza-
tion included in occupancy and equipment expense was $2.9 million for the year ended December 31, 2004 as com-
pared to $2.4 million during 2003. Depreciation on equipment leased to others is reflected in other operating costs.
The following premises and equipment table reflects the balances by major category of fixed assets:

Premises & Equipment As of December 31,

(dollars in thousands) 2004 2003 2002

Accumulated  Net Book Accumulated  Net Book Accumulated Net Book
Cost Depr & Amort ~ Value Cost Depr & Amort  Value Cost  Depr & Amort ~ Value

Land $ 2045 § - $ 2,045 $ 2045 $ - § 2,045 $ 2,045 § - $ 2045
- Buildings $ 9875 § 3,177 $ 6,698 $ 9,802 § 2,807 $ 6,995 $ 9,786 $ 2437 § 17,349
Leaschold Improvements $ 3,675 $ 1,332 § 2,343 $ 3054 § L127 § 1,927 $ 2,607 § 953 § 1,654
Construction in progress ~ $ 1 s B 1§ g 3 -3 8 $§ 26 8 - 8 26
Furniture and Equipment $ 17,881 § 11,247 § 6,634 $ 15875 § 10,036 $ 5,839 $16312 § 9,808 $ 6,504
Equip. Leased to Others  § 2,239 § 182 $ 2057 $ 1,501 § 24 $ 1477 8 -3 -8 -
Total $ 35726 § 15938 $ 19,788 $ 32285 % 13,994 $ 18,291 $30,776 $ 13,198 § 17,578
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The net book value of the Company’s premises and equipment increased by $1.5 million in 2004, due mainly to the
new Clovis branch, the additional software and equipment related to the conversion of the Company’s core process-
ing system at the beginning of 2004, the addition of a drive-up teller and ATM at the Company’s main office, and an
increase in equipment leased to others. The net book value of the Company’s aggregate premises and equipment was
2.0% of total assets at December 31, 2004, 2.3% at December 31, 2003, and 2.5% at December 31, 2002.

Other Assets

Other assets increased by $13.8 million, or 39%, during 2004, and were about 4.9% of total assets at the end of 2004
as compared to 4.4% at the end of 2003. This relatively large increase is attributable to a $4.5 million increase in
prepaid income taxes (overpayment in 2004 carried over to 2005), a $4.2 million increase in the Company’s invest-
ment in Federal Home Loan Bank (“FHLB”) stock, an additional $1 million commitment to invest in low-income
housing tax credit funds, a $980,000 increase in accrued interest receivable, a $592,000 increase in the net cash sur-
render value of BOLI, and a $464,000 investment in Sierra Statutory Trust Il relative to the issuance of trust preferred
securities. Some of these items are discussed in greater detail below.

The Company holds certain equity investments that are not readily marketable securities and thus are classified as
“other assets” on the Company’s balance sheet. These include investments in Pacific Coast Bankers Bancshares,
Diversified Holding Corporation (“DHC”), California Economic Development Lending Initiative, and the FHLB.
The largest of these investments is the Company’s $5.6 million investment in FHLB stock. This investment
fluctuates from time to time based on the Company’s borrowing activity at the Federal Home Loan Bank, and as
noted earlier increased substantially in 2004 due to borrowings related to the leverage strategy. Currently, the only
other significant investment in this category is the Company’s $1.0 million investment in DHC that was made during
2001. DHC is owned primarily by a consortium of California bank holding companies, none of which holds voting
shares in excess of 5% of the total voting stock of DHC. DHC is a holding company for certain title insurance
companies which operate mainly in California and which derive a portion of their revenues out of referrals from the
banks that own DHC. DHC has experienced cash flow concerns during the past year, due to regulatory issues and a
considerable slowdown in refinance activity. A restructuring plan has been brought forward, however, involving a
new investor who has substantial captive referral business, and after considerable discussion and evaluation manage-
ment has concluded that this investment is not impaired. ’

Low-income housing tax credit funds lower the Company’s tax liability through direct tax credits as well as partner-
ship operating losses. Pass-through partnership losses from tax credit funds are charged against the Company’s
investment in such funds, thus the investment has been written down from its original total of $10.0 miilion to $8.8
million at December 31, 2004. Even taking losses into consideration and assuming no gain upon disposition, the
estimated tax-equivalent return on these investments over the expected 15-year life is around 11%, although no
guarantee can be provided that this level of return will ultimately be realized.

As noted, the other assets category also includes an aggregate $16.8 million investment in bank-owned life insurance
at December 31, 2004. BOLI is an insurance policy with a single premium paid at policy commencement. Its initial
net cash surrender value is equivalent to the premium paid, and it adds income through non-taxable increases in its
cash surrender value, net of the cost of insurance, plus any death benefits ultimately received by the Company. The
costs of certain benefit plans added by the Company in 2002 are “funded” with BOLI income, but even net of the
accruals for expected expenses associated with these benefit plans the BOLI is projected to have a tax-equivalent
return of around 8%. No assurance can be given that this return will be fully realized, though.

At December 31, 2004, a $3.5 million net deferred tax asset is also an element of the Company’s other assets. Most
of the Company's temporary differences between book and taxable income and expenses involve recognizing more
expense in its financial statements than it has been allowed to deduct for taxes, therefore the Company’s deferred tax
assets typically exceeds its deferred tax liabilities. The net deferred tax asset is primarily due to temporary book/tax
differences in the reported allowance for loan losses plus deferred compensation, net of deferred liabilities comprised
mainly of fixed asset depreciation differences and deferred loan origination costs. Management has evaluated all
deferred tax assets, and has no reason to believe that either the quality of the deferred tax assets or the Company’s
future taxable income potential would preclude full realization of all amounts in future years.
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Deposits

Information concerning the average balance and average rates paid on deposits by deposit type for the past three
fiscal years is contained in the Distribution, Rate, and Yield table located in the previous section on Results of
Operations-Net Interest Income and Net Interest Margin. The composition and cost of the Company’s deposit base
are important components in analyzing the Company’s net interest margin and balance sheet liquidity characteristics,
both of which are discussed in greater detail in other sections herein. Our net interest margin is improved to the
extent that growth in deposits can be concentrated in historically lower-cost deposits such as non-interest-bearing
demand, NOW accounts, savings accounts and money market deposit accounts. The Company’s liquidity is impacted
by the volatility of deposits or other funding instruments, or in other words by the propensity of that money to leave
the institution for rate-related or other reasons. Potentially, the most volatile deposits in a financial institution are
jumbo certificates of deposits, meaning time deposits with balances that equal or exceed $100,000, as customers with
balances of that magnitude are typically more rate-sensitive than customers with smaller balances. The Company's
community-oriented deposit gathering activities, however, seem to have engendered a base of local customers who
tend to display more brand loyalty and thus are less likely to leave the Company than might otherwise be expected.

The Company’s total deposits grew by $58 million, or 9% during 2004, and by $79 million, or 13% during 2003. In
2004, core deposits, which include all deposits except brokered deposits and time deposits issued in denominations of
$100,000 or more, grew by a total of $60 million, meaning that non-core deposits actually dropped by $2 million.
During 2003, brokered deposits increased by $9 million while core deposits increased by over $66 million. The aver-
age balance per core deposit account increased slightly, to $10,900 at the end of 2004 from $10,500 at the end of
2003, however most of the increase in total balances was due to an increase in the number of accounts. Core deposit
accounts increased by almost 4,000 in number in 2004, an 8% increase, and by about the same number in 2003. The
increase in customers and accounts was generated by marketing campaigns specifically targeting retail deposit
products, and by more intense cross-selling efforts in the Company’s branches. We are focused on sustaining the
momentum in core customer deposit growth in order to let brokered deposits roll off as they mature, although no
assurance can be given that the Company will achieve this objective.

A favorable volume shift among deposits is particularly evident in non-interest demand deposits, which increased to
32% of total deposits at December 31, 2004 from 29% at the end of December 2003. These deposits increased by
$39 million, or 20%, in 2004, and by $32 million, or 19%, in 2003. Likewise, in 2004 regular savings accounts
increased by $18 million, or 35%, and NOW accounts increased by $8 million, or 14%, both at a substantially higher
rate of increase than the overall 9% increase for total deposits.

The scheduled maturity distribution of the Company’s time deposits as of December 31, 2004 was as follows:

- Deposit Maturity Distribution As of December 31, 2004
{dollars in thousands) - Three Three Six One Over
' months to six to twelve to three three
: or less months months years Years Total
Time Certificates of Deposits < $100,000 ‘ $ 44,168 $ 21,840 $ 2696 3 9,664 $ 987 $ 103,625
Other Time Deposits > $100,000 ‘ $ 59,245 $ 36856 $ 32503 § 5425 $ 603 $ 134722
TOTAL $ 103,413 $ 58,696 $ 59,559 $ 15,089 $ 1,590 § 238,347

In addition to deposit liabilities obtained in local markets, the Company provides a cash management product to its
commercial business customers. : This product group is categorized as a non-deposit “sweep” account, and the
Company's December 31, 2004 financial statements include $24 million in repurchase agreements that represent such
sweep accounts (see “Short-term Borrowings” table in the following section). At December 31, 2003, the Company’s
financial statements reflected approximately $14 million in repurchase agreements, secured by pledged investments
held segregated from the Company's own securities portfolio. Due to their short-term “overnight” nature, the cost of
these sweep accounts has generally been lower than the Company’s interest rates for longer-term funds. It is antici-
pated that this product will remain an important aspect of the Company’s service capacity.




Other Borrowings

The Company utilizes other short-term borrowings to temporarily fund loan growth when customer deposit growth
has not kept pace with increases in outstanding loan balances. In addition, short-term borrowings may be used to pur-
chase additional investments, or when additional liquidity is required to support higher customer cash utilization.
Short-term borrowings pnn01pally include overnight fed funds purchased, advances from the Federal Home Loan
Bank of San Francisco (FHLB), and securities sold under repurchase agreements which were described more fully in
the previous section. The details of these borrowings for the years 2004, 2003, and 2002 are presented below:

Short-term Borrowings 2004 2003 2002
Repurchase agreements (dollars in thousands)

Balance at December 31 $ 24,187 $ 13,647 $ 14,541
" Average amount outstanding $ 23,782 $ 14,938 $ 26,148
Maximum amount outstanding
at any month end $ 27,394 $ 17,980 $ 35986
Average interest rate for the year 0.32% 0.63% 1.24%

Fed funds purchased (dollars in thousands)

Balance at December 31 $ - 3 - $ 4750
Average amount outstanding § 1,003 3 423  § 3,791
Maximum amount outstanding

at any month end $ 5,900 $ 10,600 § 10,598
Average interest rate for the year 1.10% 1.65% 1.82%

Short term borrowings (dollars in thousands)

Balance at December 31 $ 43800 § 19615 § -
Average amount outstanding $ 18038 § 7405 §
Maximum amount outstanding

at any month end $ 43,800 $ 34324 % -
Average interest rate for the year 1.57% 1.15% 0.00%

The $75 million in long-term borrowings reflected on the Company’s balance sheet at December 31, 2004 represents
secured advances from the FHLB pursuant to the leverage strategy. Original maturities on these borrowings range
from one year up to five years.

Capital Resources

At December 31, 2004, the Company had total shareholders’ equity of $71.1 million, comprised of $8.8 million in
common stock, $62.1 million in retained earnings, and $246,000 in accumulated other comprehensive income. Total
shareholders equity at the end of 2003 was $60.0 million. Net income has provided $32.5 million in capital over the
last three years, of which $9.4 million or approximately 29% was distributed in dividends. While the retention of
earnings has been the Company's main source of capital since 1982, the Company has also issued a total of $30
million in trust preferred securities through its unconsolidated wholly-owned subsidiaries, Sierra Capital Trust I and
Sierra Statutory Trust II. Trust preferred proceeds are generally considered to be Tier 1 or Tier 2 capital for
regulatory purposes but long-term debt in accordance with generally accepted accounting principles. However, no
assurance can be given that trust preferred securities will continue to be treated as Tier 1 capital in the future.

The Company paid cash dividends totaling $3.5 million, or $.37 per share in 2004, and $3.3 million or $.36 per share
in 2003, representing 34% of the prior year’s earnings for 2004 and 38% for 2003. The Company anticipates paying
future dividends of around 30% to 35% of the prior year’s net earnings, however no assurance can be given that
earnings and/or growth expectations in any given year will justify the payment of such a dividend.

The Company uses a variety of measures to evaluate capital adequacy. Management reviews various capital meas-

urements on a monthly basis and takes appropriate action to ensure that such measurements are within established
internal and external guidelines. The external guidelines, which are issued by the Federal Reserve Board and the
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FDIC, establish a risk-adjusted ratio relating capital to different categories of assets and off-balance sheet exposures.
There are two categories of capital under the Federal Reserve Board and FDIC guidelines: Tier 1 and Tier 2 Capital.
Tier 1 Capital currently includes common shareholders' equity and the proceeds from the issuance of trust preferred
securities (trust preferred securities are counted only up to a maximum of 25% of Tier 1 capital), less goodwill and
certain other deductions, notably the unrealized net gains or losses (after tax adjustments) on securities available for
sale, which are carried at fair market value. Tier 2 Capital includes preferred stock and certain types of debt equity
which the Company does not hold, as well as the allowance for loan losses, subject to certain limitations. (For a more
detailed definition, see “Item 1, Business-Supervision and Regulation — Capital Adequacy Requirements” herein.)

At December 31, 2004, the Company had a total capital to risk-weighted assets ratio of 13.3%, a Tier 1 risk based
capital ratio of 11.3%, and a leverage ratio of 9.2%. These all show improvement relative to the previous year-end
ratios of 10.9% total capital to risk-weighted assets, a Tier 1 risk based capital ratio of 9.9%, and a leverage ratio of
8.9%. Note 13 of the Notes to the Consolidated Financial Statements provides more detailed information concerning
the Company’s capital amounts and ratios. At December 31, 2004, the Bank had a total risk-based capital ratio of
11.6%, a Tier 1 risk-based capital ratio of 10.5%, and a leverage capital ratio of 8.5%. As of the end of 2004, both
the Company and the Bank were considered to be “well capitalized” by regulatory standards. We do not foresee any
circumstances that would cause the either the Company or the Bank to be less than “well capitalized”, although no
assurance can be given that this will not occur.

Liguidity and Market Risk Management
Liquidity

Liquidity refers to the Company's ability to maintain cash flows sufficient to fund operations, and to meet obligations
and other commitments in a timely and cost-effective fashion. At various times the Company requires funds to meet
short-term cash requirements brought about by loan growth or deposit outflows, the purchase of assets, or liability
repayments. To manage liquidity needs properly, cash inflows must be timed to coincide with anticipated outflows,
or sufficient liquidity resources must be available to meet varying demands. The Company manages liquidity in such
a fashion as to be able to meet unexpected sudden changes in levels of its assets or deposit liabilities without main-
taining excessive amounts of on-balance sheet liquidity. Excess balance sheet liquidity can negatively impact the
interest margin.

An integral part of the Company’s ability to manage its liquidity position appropriately is the Company’s large base
of core deposits, which are generated by offering traditional banking services in the communities in its service area
and which have, historically, been a very stable source of funds. In addition to core deposits, the Company has the
ability to raise deposits through various deposit brokers if required for liquidity purposes. The Company’s loan to
deposit ratio increased to 92.4% at the end of 2004 from 88.0% at December 31, 2003, due to a loan growth rate that
exceeded the rate of deposit growth. While no assurance can be given that this will be the case, management antici-
pates that this number may decline as core deposit growth catches up to loan growth.

We also monitor the Company’s liquidity position and net non-core funding dependence ratios, among others, with
policy guidelines of “above 15%” and “below 30%”, respectively. The liquidity position ratio is defined as net cash,
short-term investments, and marketable assets minus liabilities secured by investments or other marketable assets,
divided by total deposits and short-term liabilities minus liabilities secured by investments or other marketable assets.
This ratio was 18.7% at the end' of December 2004, and 18.8% at the end of December 2003. The net non-core
funding dependence ratio is simply non-core liabilities less short-term investments, divided by long-term assets. It
was 18.5% at December 31, 2004 and 18.8% at December 31, 2003.

The unpledged portion of the Company’s investment portfolio is also an integral component of liquidity management
due to the relative ease with which many bonds can be sold. Despite the fact that the vast majority of investment bal-
ances added during the year were pledged as security for associated funding, there were still $21 million in unpledged
marketable investments at the end of 2004 that could be sold for liquidity purposes if necessary, and $17 million in
pledged securities in excess of actual pledging requirements. Management is of the opinion that its investments and
other potentially liquid assets, along with other standby funding sources it has arranged, are more than sufficient to
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meet the Company’s current and anticipated short-term liquidity needs. Along with available investment balances,
sources of balance sheet liquidity include $36 million in cash and due from banks, $16 million in the guaranteed por-
tion of SBA loans, and $17 million in the net cash surrender value of BOLI. Standby funding sources include a for-
mal secured borrowing line with the Federal Home Loan Bank that has availability of $14 million based on the cur-
rent level of pledged real estate assets, informal unsecured short-term liquidity lines for overnight fed funds with cer-
tain correspondent banks totaling $39 million, and a $1.5 million secured line at the Federal Reserve Discount
Window.

Interest Rate Risk Management

Market risk arises from changes in interest rates, exchange rates, commodity prices and equity prices. The Com-
pany’s market risk exposure is primarily that of interest rate risk, and it has established policies and procedures to
monitor and limit earnings and balance sheet exposure to changes in interest rates. The Company does not engage in
the trading of financial instruments, nor does the Company have exposure to currency exchange rates.

The principal objective of interest rate risk management (often referred to as "asset/liability management") is to man-
age the financial components of the Company in a manner that wiil optimize the risk/reward equation for earnings
and capital in relation to changing interest rates. To identify areas of potential exposure to rate changes, the Com-
pany performs an earnings simulation analysis and a market value of portfolio equity calculation on a monthly basis.
This identifies more dynamic interest rate risk exposures than those apparent in standard re-pricing gap analyses.

The Company uses Sendero modeling software for asset/liability management in order to simulate the effects of po-
tential interest rate changes on the Company’s net interest margin, and to calculate the estimated fair values of the
Company’s financial instruments under different interest rate scenarios. The program imports current balances,
interest rates, maturity dates and repricing information for individual financial instruments, and incorporates assump-
tions on the characteristics of embedded options along with pricing and duration for new volumes to project the
effects of a given interest rate change on the Company’s interest income and interest expense. Rate scenarios con-
sisting of key rate and yield curve projections are run against the Company’s investment, loan, deposit and borrowed
funds portfolios. These rate projections can be shocked (an immediate and parallel change in all base rates, up or
down), ramped (an incremental increase or decrease in rates over a specified time period), economic (based on cur-
rent trends and econometric models) or stable (unchanged from current actual levels). The Company typically uses
seven standard interest rate scenarios in conducting its simulations, namely “stable”, upward shocks of 100, 200 and
300 basis points, and downward shocks of 100, 200, and 300 basis points.

The Company’s policy is to limit the projected change in the Company’s net interest income relative to the stable rate
scenario for the next 12 months to plus or minus 5% based on a 100 basis point (b.p.) shock, plus or minus 10%
based on a 200 b.p. shock, and plus or minus 15% based on a 300 b.p. shock in interest rates. As of December 31,
2004, the Company had the following estimated net interest income sensitivity profile:

Immediate Change in Rate
300b.p. -200bp. -100b.p. +100b.p. 3200b.p. +300b.p.

Change in Net Int. Inc. (in $000’s) -$8,710  -$4,722  -81,772 $378 $1,251 $2,047
% Change -17.55%  -9.51% -3.57%  +0.76%  +2.52%  +4.12%

The above profile illustrates that if there were an immediate and sustained downward adjustment of 200 basis points
in interest rates and the Company did nothing further with regard to the active management of its assets or liabilities,
net interest income would likely decline by around $4.7 million, or approximately 9.5%, over the next twelve months.
By the same token, if there were an immediate increase of 200 basis points in interest rates, the Company’s net
interest income would likely increase by $1.3 million, or 2.5%, for the next twelve months. According to these net
interest income simulations the Company is asset sensitive in the shorter term, which is supported by fact the
Company has, in the past, seen erosion in its interest margin as rates are declining while benefiting in a rising rate
environment.
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The changes in net interest income under rising and declining rate scenarios are typically expected to bear more of a
linear relationship. The exposure to declining rates appears disproportionate in these simulations, however, because
most of the Company’s deposit rates are currently so close to a floor of zero. As rates on interest-bearing liabilities
hit this floor the'Company’s yields on earning assets continue to fall, creating signiﬁcant compression in the Com-
pany’s net interest margin. In rising rate scenarios the gain in net interest income is uneven because the Company’s
prime rate is currently 25 basis points higher that the Wall Street Journal prime rate (down from a 75 basis point
spread for much of 2004). We have assumed that as rates rise we will continue to gradually allow the Company s
prime rate to return to its normal parity with Wall Street Journal prime, thus slightly depressing initial increases in net
interest income. :

While management does not expect current rates to fall significantly, the Company would likely continue to limit
movement in the Bank of the Sierra Prime Rate if they did. Since over $200 million in variabie-rate loan balances are
tied to that rate, when the Bank of the Sierra Prime Rate is floored the Company’s interest rate risk profile changes
dramatically:

Immediate Change in Rate
-300 b.p. -200b.p. -100b.p. +100 _b.D. +200 b.p. -|;300 b.p.

Change in Net Int. Inc. (in $000°’s) -$3 180  -$1,590  -$1,130 $378 $1,251 $2,047
% Change . - -6.41% -3.20% -2.28%  +0.76%  +2.52%  +4.12%

Given these assumptions, the negative impact of “floored” deposit rates wouldn’t be felt significantly unless rates fell
by more 300 basis points or more.

The economic value of the Company's balance sheet will also vary under the different interest rate scenarios previ-
ously discussed. The amount of change is dependent upon the characteristics of each class of financial instrument,
including the stated interest rate relative to current market rates, the likelihood of prepayment, whether the rate is
fixed or floating, the maturity date of the instrument, and the particular circumstances of the Company’s customers.
Economic value simulations tend to change over time as the characteristics of the Company’s balance sheet evolve,
and as interest rate and yield curve assumptions are updated. The economic value of equity (EVE) is calculated by
subtracting the estimated fair value of liabilities from the estimated fair value of assets. Fair values for financial
instruments are estimated by discounting projected cash flows (principal and interest) at estimated current
replacement rates for each account type, while the fair value of non-financial accounts is assumed to equal book value
and does not vary with interest rate fluctuations. The table below shows estimated changes in the Company’s EVE
under different interest rate scenarios relative to a base case of current interest rates, assuming changes in the Bank of
the Sierra prime rate are restricted under declining rate scenarios:

Immediate Change in Rate
-300b.p. -200b.p. -100b.p. +100b.p. +200b.p. +300Db.p.

Change in EVE (in $000’s) $1,020 $739 3146 -$4,009  -$8,820 -$10,490
% Change +0.74%  +0.53% +0.11%  -2.89% -6.37% -1.57%

The Company’s EVE in rising rate scenarios starts out $4 million below base case, due to the assumption that the
Bank of the Sierra prime rate is not increased until it reaches parity with the Wall Street Journal prime rate. That
difference increases as rates go higher, because of the high degree of value lost in fixed-rate earning assets relative to
the value increase in liabilities. Because EVE captures longer-term as well as shorter-term cash flows, the value
changes in EVE seemingly contradict the 12-month net interest income simulations above. The discrepancy is pre-
sumably due to the fact that only 7% of the Company’s time deposits have maturities of greater than one year. Ina
rising rate scenario deposit costs are more stable for the first twelve months, but by the end of that time period $222
million, or 93%, of time deposits will have repriced at higher rates. Under declining rates, the presumed floor on the
Bank of the Sierra prime effectively turns loans linked to that rate into fixed rate loans that increase in value as rates
decline, however a floor of zero (or slightly above zero) for variable rate deposits and other liabilities partially offsets
the value increase in earning assets.
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ITEM 7A. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK
The information concerning quantitative and qualitative disclosures of market risk called for by Item 305 of

Regulation S-K is included as part of Item 7 above. See "Management's Discussion and Analysis of Financial
Condition and Results of Operations — Liquidity and Market Risk Management".

ITEM 8. FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA

The following financial statements and independent auditors’ reports listed below are included herein:
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Report of iIndependent Registered Public Accounting Firm

Board of Directors and Stockholders
Sierra Bancorp and Subsidiary
Porterville, California

We have audited the accompanying consolidated balance sheets of Sierra Bancorp and Subsidiary
(the “Company”) as of December 31, 2004, and the related consolidated statements of income,
changes in stockholders' equity and cash flows for the year then ended. These consolidated financial
statements are the responsibility of the Company's management. Our responsibility is to express an
opinion on these consolidated financial statements based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting
Oversight Board (United States). Those standards require that we -plan and perform the audit to
obtain reasonable assurance about whether the financial statements are free of material
misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and
disclosures in the financial statements. An audit also includes assessing the accounting principles
used and significant estimates made by management, as well as evaluating the overall financial
statement presentation. We believe that our audit provides a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all materiai
respects, the financial position of Sierra Bancorp and Subsidiary as of December 31, 2004, and the

results of its operations, changes in its stockholders' equity, and its cash flows for the year then
ended, in conformity with U.S. generally accepted accounting principles.

fsf Vavrinek, Trine, Day & Co., LLP

Rancho Cucamonga, California
March 9, 2005
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Shareholders
and Board of Directors
Sierra Bancorp and Subsidiary

We have audited the accompanying consolidated balance sheet of Sierra Bancorp and
subsidiary (the "Company”) as of December 31, 2003 and the related consolidated statements of
income, changes in shareholders' equity and cash flows for each of the years in the two-year period
ended December 31, 2003. These consclidated financial statements are the responsibility of the
Company's management. Our responsibility is to express an opinion on these consolidated financial
statements based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting
Oversight Board (United States). Those standards require that we plan and perform the audits to
obtain reasonable assurance about whether the consolidated financial statements are free of material
misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and
disclosures in the consolidated financial statements. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audits provided a reasonabie basis for our
opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all
material respects, the consolidated financial position of Siema Bancorp and subsidiary as of
December 31, 2003 and the consolidated results of their operations and their cash flows for each of
the years in the two-year period ended December 31, 2003, in conformity with accounting principles
generally accepted in the United States of America.

/s! Perry-Smith LLP

Sacramento, California
January 23, 2004
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SIERRA BANCORP AND SUBSIDIARY

CONSOLIDATED BALANCE SHEET

December 31, 2004 and 2003
(Dollars in thousands)

2004 2003
ASSETS
Cash and due from banks . $ 36,735 $ 53,042
Investment securities available-for-sale 198,024 84,798
Loans and leases, net of allowance for loan and lease losses
of $8,842 in 2004 and $6,701 in 2003 686,157 602,264
Premises and equipment, net 19,788 18,291
QOther real estate 2,524 2,784
Goodwill 5,544 5,544
Other assets ' ] 48.711 34,951
Total assets ‘ 3 997,483 $ 801,674
LIABILITIES AND
SHAREHOLDERS' EQUITY
Deposits: 4
Non-interest bearing $ 235,732 % 196,392
Interest bearing ' ' 506,971 488,085
Total deposits 742,703 684,477
 Short-term borrowings | 67,987 33,262
Long-term borrowings 75,000
Subordinated debentures 30,928 15,464
Other liabilities 8,730 8,495
Total liabilities 926,348 741,698
Commitments and contingencies (Note 11)
Shareholders’ equity
Common stock, no par value; 24,000,000 shares authorized;
9,649,258 and 9,323,502 shares issued and ouistanding
in 2004 and 2003, respectively 8,829 4,513
Retained earnings 62,060 54,124
Accumuiated other comprehensive income, net of taxes 246 1,339
Total shareholders' equity 71,135 59976
Total liabilities and shareholders' equity 3 997483 $ 801674

The accompanying notes are an integral
part of these consolidated financial statements.
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SIERRA BANCORP AND SUBSIDIARY
CONSOLIDATED STATEMENT OF INCOME

For the Years Ended December 31, 2004, 2003 and 2002
(Doliars in thousands, except per share data)

2004 2003 2002
Interest income:
Interest and fees on loans and leases $ 45600 $ 39,347 § 37,452
Interest on investment securities:
Taxable 5,196 1,660 2,581
Exempt from federal tax 1,312 1,553 1,849
Interest on Federal funds sold and interest-bearing
Deposits 49 47 203
Total inferest income 52,157 42,607 42,085
Interest expense:
Interest on deposits 5,411 5,918 7,811
interest on borrowings 1,737 186 394
Interest on subordinated debentures 1,348 770 891
Total interest expense 8,496 6.874 9.096
Net interest income 43,661 35,733 32,989
Provision for loan and lease losses 3473 3,105 3,350
Net interest income after provision for loan '
and lease losses 40,188 32,628 29639
Non-interest income:
Service charges on deposit accounts 6,118 5,978 5,276
Loan servicing income 130 162 217
Gain on sale of loans 330 267 658
Credit card fees 704 671 603
Gains on sales and calls of investment securities
available-for-sale 19 118 280
Increase in cash surrender value of life insurance 487 926 264
Other income 2,469 2,296 1,224
Total non-interest income 10,257 10,418 8,522
Non-interest expense:
Salaries and employee benefits 13,819 13,886 11,695
Occupancy and equipment expense 6,003 5,214 4,405
Other 10,003 9199 10,142
Total non-interest expense 29,925 28,299 26,242
income before income taxes 20,520 14,747 11,919
Provision for income taxes : 7.174 4.383 3,080
Net income $ 13,346 § 10,384 $ 8,839
Earnings per share
Basic $ 1.41 $ 112 8 .96
Diluted $ 1,31 3 1.03 3 91

The accompanying notes are an integral part of these consolidated financial statements.
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SIERRA BANCORP AND SUBSIDIARY

CONSOLIDATED STATEMENT OF CHANGES IN SHAREHOLDERS' EQUITY

. For the Years Ended December 31, 2004, 2003 and 2002
(Dollars in thousands, except share data)

} Accumulated
Common Stock Other
Retained Comprehensive Shareholders’
Shares Amount Eamings Income Equity
Balance, January 1, 2002 9,212,280 $ 2,285 § 42,651 $ 1,205 $ 46,141
Comprehensive income:
Net income ! 8,839 8,839
Net change in unrealized gain on
investment securities available-
for-sale, net of tax 673 673
Comprehensive income 9,512
Exercise of stock options , 70,264 537 537
Stock repurchase ‘ o (30,700} {7) {306) (313)
Cash dividends - $.28 per shar ‘ {2,590) (2.590)
Balance, December 31, 2002 ‘ 9,251,844 2,815 48,594 1,878 53,287
Comprehensive income: ‘
Net income 10,364 10,364
Net change in unrealized gain on
investment securities available-
for-sale, net of tax (539) (539)
Comprehensive income 9,825
Exercise of stock options and related
Tax benefit 172,858 1,741 1,741
Stock repurchase (101,200) (43) (1,488) (1,531)
Cash dividends - $.36 per share {3,346) (3.346)
Balance, December 31, 2003 \ 9,323,502 4,513 54,124 1,339 59,976
Comprehensive income:
Net income 13,346 13,346
Net change in unrealized gain on
investment securities available- !
for-sale, net of tax _ (1,093) {1,093)
Comprehensive income 12,253
Exercise on stock options and related .
tax benefit 429,156 4,340 4,340
Stock repurchase (103,400) (24) {(1,904) (1,928)
Cash dividends - $.37 per share (3,506) (3,5086)
Balance, December 31, 2004 =-9.640258 § 8829 $§ 62,060 % _ 246 $ 71,135

The accompanying notes are an integral
part of these consolidated financial statements.
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SIERRA BANCORP AND SUBSIDIARY
CONSOLIDATED STATEMENT OF CASH FLOWS
For the Years Ended December 31, 2004, 2003 and 2002

(Dollars in thousands)

2004 2003 2002

Cash flows from operating activities:
Net income $ 13,346 $ 10,364 § 8,839
Adjustments to reconcile net income to net cash
provided by operations: :
Provision for loan and lease losses 3,473 3,105 3,350

Amortization of investment security premiums/
discounts, net 1,337 836 337
Amortization of intangibles 2
Net (decrease) increase in deferred loan fees (439) 692 491
Depreciation and amortization 3,016 2,415 2,083
Loss on disposal of fixed assets 145 47
FHLB stock dividend {137) N {96)
Gains on sales and calls of investment securities
available-for-sale, net (19) (32) (280)
Gain on other investments (86)
Gain on sale of other real estate (110) (175) {18)
Gain on sale of loans (330) (267) (658)
Deferred income tax (benefit) credit 587 (1,530) (207)
Net increase in cash surrender value of life
insurance policies (601) (1,068) (168}
Net decrease in loans held-for-sale 73 140 395
Net (increase) decrease in other assets (9,556) 135 489
Net increase in other liabilities 1474 630 3.285
Net cash provided by operating activities 12,259 15,135 17,824
Cash flows from investing activities:
Decrease in interest-bearing deposits in banks 180"
Purchases of investment securities available-for-sale {165,590) (44,409) (18,831)
Proceeds from sales, calls and maturities of
investment securities available-for-sale 16,432 18,944 15,555
Proceeds from principal repayments of investment
securities available-for-sale ‘32,758 22,858 13,155
Purchase of other investments (2,610)
Net (increase) decrease in FHLB stock (4,053) 155 631
Loan and lease originations, net (85,668) (102,516) (32,336)
Purchases of premises and equipment, net (4,658) (3,175) {5,337}
Proceeds from sale of other real estate 1,012 1,114 207
Deposits on single premium cash surrender
value life insurance policies (13,026)
Net cash used in investing activities (209.767) (107.029) {42,402)
{Continued)
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SIERRA BANCORP AND SUBSIDIARY

CONSOLIDATED STATEMENT OF CASH FLOWS

: {Continued)

For the Years Ended December 31, 2004, 2003 and 2002
{Dollars in thousands)

Cash flows from financing activities:

Net increase in demand, interest-bearing
and savings deposits

Net (decrease) increase in time deposits

Net increase (decrease) in short-term borrowings

Net increase in long-term borrowings

Proceeds from issuance of subordinated
debentures

Dividends paid

Stock repurchased

Stock options exercised

Net cash provided by financing activities
Net (decrease) increase in cash and cash equivalents
Cash and cash equivalents, beginning of year

Cash and cash equivalents, end of year

Supplemental disclosure of cash flow information:

Cash paid during the year for:
Interest
Income taxes

Non-cash investing activities:
Real estate acquired through foreclosure

Net change in unrealized gains on investment
securities available-for-sale

Non-cash financing activities:
Tax benefit from stock options exercised

2004 2003 2002

$ 71,472 $ 56,789 $ 58,702
(13,246) 21,083 25,686
34,724 13,939 (41,460)

75,000

15,464
(3,506) (3,346) {2,590)
(1,928) (1,531) (313)
3,221 1,283 537
181,201 89117 40,562
(16,307) (2,777) 15,984
53,042 55819 39,835

36736 5 53042 § 56819

$ 3428 $
$ 10,965 $

$ 744 §
$ (1,856) $
$ 1,119 §

The accompanying notes are an integral

part of these consolidated financial statements.

7176 %
4526 $

2302 §

(916) $

458 §
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SIERRA BANCORP AND SUBSIDIARY
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

THE BUSINESS OF SIERRA BANCORP

Slerra Bancorp (the "Company”) is a California corporation registered as a bank holding company under the
Bank Holding Company Act of 1956, as amended, and is headquartered in Porterville, California. The
Company was incorporated in November 2000 and acquired all of the outstanding shares of Bank of the
Sierra (the "Bank”) in August 2001. The Company's principal subsidiary is the Bank, and the Company exists
primarily for the purpose of holding the stock of the Bank and of such other subsidiaries it may acquire or
establish. The Company’'s only other direct subsidiaries are Sierra Capital Trust I, which was formed in
November 2001 solely to facilitate the issuance of capital trust pass-through securities, and Sierra Statutory
Trust I}, formed in March 2004 also for the purpose of issuing capital trust pass-through securities. Pursuant
to FASB Interpretation No. 46, Consolidation of Variable Interest Entities, Sierra Capital Trust | and Sierra
Statutory Trust It are not reflected on a consolidated basis in the financial statements of the Company.

The Bank operates eighteen full service branch offices and two credit centers. The Bank's deposits are
insured by the Federal Deposit Insurance Corporation (FDIC) up to applicable legal limits. The Bank
maintains a diversified loan portfolio comprised of agricultural,. commercial, consumer, real estate
construction and mortgage ioans. Loans are made primarily within the market area of the South Central San
Joaquin Valley of California, specifically, Tulare, Fresno, Kern, Kings, and Madera counties. These areas
have diverse economies with principal industries being agriculture, real estate and light manufacturing.

In June 2002, Sierra Real Estate Investment Trust, a Maryland real estate investment trust ("REIT"), was
formed as a subsidiary of the Bank with the primary business purpose of investing in the Bank's real-estate
related assets. Sierra Real Estate Investment Trust was formed to enhance and strengthen the Bank's
capital position and may ultimately afford the Company certain favorable income tax treatments. The trust
was capitalized in August 2002, whereby the Bank exchanged real-estate related assets for 100% of the
common stock of the REIT.

SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Consolidation and Basis of Presentation

The consolidated financial statements include the accounts of the Company and the consolidated accounts of
its wholly-owned subsidiary, Bank of the Sierra. All significant intercompany balances and transactions have
been eliminated. Certain reclassifications have been made to prior years' balances to conform to
classifications used in 2004. The accounting and reporting policies of the Company conform with accounting
principles generally accepted in the United States of America and prevailing practices within the banking
industry.

in accordance with provisions of Financial Accounting Standards Board (FASB) interpretation No. 48,
Consolidation of Variable Interest Entities, the Company's investments in Sierra Capital Trust | and Sierra
Statutory Trust || are not consolidated and are accounted for under the equity method and included in other
assets on the consolidated balance sheet. The subordinated debentures issued and guaranteed by the
Company and held by the trusts are reflected on the Company’s consolidated balance sheet.
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SIERRA BANCORP AND SUBSIDIARY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(Continued)

SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (continued)
Use of Estimates

The preparation of consolidated financial statements in conformity with accounting principles generally
accepted in the United States of America requires management to make estimates and assumptions. These
estimates and assumptions affect the reported amounts of assets and liabilities at the date of the
consolidated financial statements and the reported amounts of revenues and expenses during the reporting
period. Actual results could differ from these estimates.

Material estimates that are particularly susceptible to significant changes in the near-sterm relate to the
determination of the allowance for loan and lease losses and the valuation of real estate acquired in

- connection with foreclosures or in satisfaction of loans. In connection with the determination of the

allowances for loan and lease losses and other real estate, management obtains independent appraisals for
significant properiies, evaluates the overall loan portfolio characteristics and delinquencies and monitors
economic conditions,

Cash Equivalents

For purposes of reporting cash flows, cash and cash equivalents include cash on hand and amounts due
from banks.

Investment Securities
Investments are classified.into the following categories:

¢ Securities available-for-sale, reported at market value, with unrealized gains and losses
excluded from earnings and reflected, net of tax, as a separate component of shareholders'
equity in accumulated other comprehensive income.

e Securities held-to-maturity, which management has the intent and the Company has the ability to
hold to maturity, are carried at cost, adjusted for amortization of premiums and the accretion of
discounts. ‘

Management determines the appropriate classification of its investments at the time of purchase and may
only change the classification in certain limited circumstances. All transfers between categories are
accounted for at fair value.

Net gains or losses on the sale of investment securities are recorded on the trade date, computed on the
specific identification method and shown separately in non-interest income in the consolidated statement of
income. Interest eamned on investment securities is included in interest income, net of applicable adjustments
for accretion of discounts and amortization of premiums. Dedlines in the fair value of available-for-sale
investment securities below their cost that are deemed to be other than temporary are reflected in earings
as realized losses. in estimating other-than-temporary impairment losses, management considers independ-
ent price quotations, projected target prices of investment analysts within the short term and the financial
condition of the issuer.
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SIERRA BANCORP AND SUBSIDIARY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
{Continued)

SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)
Loans and Leases

Loans and leases are reported at the principal amounts outstanding, adjusted for uneamed income, deferred
loan origination fees and costs, purchase premiums and discounts, write-downs, and the allowance for loan
and lease losses. Loan and lease origination fees, net of certain deferred origination costs, and purchase
premiums and discounts are recognized as an adjustment to yield of the related loans and leases.

The accrual of interest on loans and leases is discontinued when, in the opinion of management, there is an
indication that the borrower may be unable to meet payments as they become due. Upon such
discontinuance, all unpaid accrued interest is reversed against current income unless the loan or lease is in
the process of collection. Intérest received on nonaccrual loans and leases generally is either applied against
principat or reported as interest income, according to management's judgment as to the collectibility of
principal. Generally, loans and leases are restored to accrual status when the obligation is brought current
and has performed in accordance with the contractual terms for a reasonable period of time and the ultimate
collectibility of the total contractual principal and interest is no longer in doubt.

Direct financing leases are carried net of unearned income. Income from leases is recognized by a method
that approximates a level yield on the outstanding net investment in the lease.

Allowance for Loan and Lease Losses

The allowance for loan and lease losses is maintained at a level which, in management's judgment, is
adequate to absorb loan and lease losses inherent in the loan and lease portfolio. The allowance for loan
and lease losses is increased by a provision for loan and lease losses, which is charged to expense, and
reduced by charge-offs, net of recoveries. The amount of the allowance is based on management's
evaluation of the collectibility of the loan and lease portfolio, changes in its risk profile, credit concentrations,
historical trends, and economic conditions. This evaluation also considers the balance of impaired loans and
leases. A loan or lease is impaired when it is probable that the Bank will be unable to collect all contractual
principal and interest payments due in accordance with terms of the loan or lease agreement. Losses on
individually identified impaired loans or leases are measured based on the present value of expected future
cash flows discounted at each foan or lease's original effective interest rate. As a practical expedient,
impairment may be measured based on the loan's or lease's observable market price or the fair value of the
collateral if the loan or lease is collateral dependent. The amount of impairment, if any, is recorded through
the provision for loan and lease losses and is added to the allowance for loan and lease losses. One-to-four
family residential mortgages and consumer instaliment loans are subjected to a collective evaluation for
impairment, considering delinquency and repossession statistics, historical loss experience, and other
factors.

Though management believes the allowance for loan and lease losses to be adequate, ultimate losses may
vary from their estimates. However, estimates are reviewed periodically, and as adjustments become
necessary, they are reported in eamnings during periods they become known. In addition, the FDIC and the
California Department of Financial Institutions, as an integral part of their examination process, review the
allowance for loan and lease losses. These agencies may require additions to the allowance for loan and
lease losses based on their judgment about information available at the time of their examinations.
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SIERRA BANCORP AND SUBSIDIARY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
{Continued)

SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

Sale and Setvicing of Loans

Gains and losses on sales of loans are recognized at the time of sale and are calculated based on the
difference between the selling price and the allocated book value of loans sold. Book value allocations are
determined in accordance with FASB Statement No. 140, Accounting for Transfers and Servicing of Financial
Assefs and Extinguishments of Liabilities. Any inherent risk of loss on loans sold is transferred to the buyer at
the date of sale. ‘ .

The Company has issued various representations and warranties associated with the sale of loans. These
representations and warranties may require the Company to repurchase loans with underwriting deficiencies
as defined per the applicable sales agreements and certain past due loans within 90 days of the sale. The
Company did not experience losses during the years ended December 31, 2004, 2003 and 2002 regarding
these representations and warranties. ‘

Premises and Equipment

Premises and equipment are stated at cost less accumulated depreciation. Depreciation is computed using
the straight-line method over the estimated useful lives of the assets. The useful lives of premises are
estimated to be thirty years. The useful lives of furniture, fixtures and equipment are estimated to be three to
twenty years. Leasehold improvements are amortized over the life of the asset or the term of the related
lease, whichever is shorter. When assets are sold or otherwise disposed of, the cost and related
accumulated depreciation are removed from the accounts, and any resulting gain or loss is recognized in
income for the period. The cost of maintenance and repairs is charged o expense as incurred.

Impaihnent of long-lived assets Is evaluated by management based upon an event or changes in
circumstances surrounding the underlying assets which indicate long-lived assets may be impaired.

Other Real Estate

Other real estate includes real estate acquired in full or partial settlement of loan obligations. When property
is acquired, any excess of the recorded investment in the loan balance and accrued interest income over the
appraised fair market value of the property, net of estimated selling costs, is charged against the allowance
for loan and lease losses. A valuation allowance for losses on other real estate is maintained to provide for
temporary declines in value. The allowance is established through a provision for losses on other real estate
which is included in other non-interest expense. Subsequent gains or losses on sales or writedowns resulting
from permanent impairments are recorded in other income or expense as incurred.

Goodwill

The Company acquired Sierra National Bank in 2000, and the acquisition was accounted for using the
purchase method of accounting. The goodwill resuiting from this transaction represents the amount by which
the purchase price exceeded the fair value of the net assets acquired and totaled $6,032,000. Prior to
January 1, 2002, goodwill was amortized using the straight-ine method over the expected periods to be
benefited, not to exceed 25 years.

On January 1, 2002, the Company adopted FASB Statement No. 142, Goodwill and Other intangible Assets.
Under this Statement, goodwill is evatuated periodically for impairment rather than amortized. The adoption
of this pronouncement replaced the amortization of goodwill with an annual impairment test. There was no
impairment recognized for the years ended December 31, 2004 or 2003.
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SIERRA BANCORP AND SUBSIDIARY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(Continued)

SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

Income Taxes

The Company files its income taxes on a consolidated basis with its subsidiary. The allocation of income tax
expense represents each entity’s proportionate share of the consolidated provision for income taxes.

Income taxes are accounted for using the asset and liability method. Under the asset and liability method,
deferred taxes are recognized for the tax consequences of temporary differences by applying enacted
statutory tax rates applicable to future years to differences between the financial statement carrying amounts
and the bases of existing assets and liabilities. The effect on deferred taxes of a change in tax rates would
be recognized in income in the period that includes the enactment date.

Salary Continuation Agreements and Directors' Retirement Plan

The Company has entered into agreements to provide members of the Board of Directors and certain key
executives, or their designated beneficiaries, with annual benefits for up to fifteen years after retirement or
death. The Company accrues for these future benefits from the effective date of the plan until the director's
or executive's expected retirement date in a systematic and rational manner. At the consolidated balance
sheet date, the amount of accrued benefits equals the then present value of the benefits expected to be
provided to the director or employee, any beneficiaries, and covered dependents in exchange for the
director's or employee's services to that date.

Comprehensive Income

Comprehensive income consists of net income and the net change in unrealized gains on securities
available-for-sale, net of tax. Comprehensive income is a more inclusive financial reporting methodology that
includes disclosure of other comprehensive income that historically has not been recognized in the
calculation of net income. Unrealized gains and losses on the Company's available-for-sale investment
securities are included in other comprehensive income after the adjustment for the effects of realized gains
and losses. Total comprehensive income and the components of accumulated other comprehensive income
(loss) are presented in the consolidated statement of changes in shareholders’ equity.

Stock-Based Compensation

At December 31, 2004, the Company has one stock-based compensation pian, the Bank of the Sierra 1998
Stock Option Plan, which was assumed by the Company in 2001 and is described more fully in Note 12. The
Company accounts for this plan under the recognition measurement principles of APB Opinion No. 25,
Accounting for Stock Issued to Empioyees, and related Interpretations. No stock-based compensation cost is
reflected in net income, as ali options granted under this plan had an exercise price equal to the fair market
value of the underlying common stock on the date of grant.
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SIERRA BANCORP AND SUBSIDIARY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

(Continued)

SUMMARY QOF SIGNIFICANT ACCOUNTING POLICIES (Continued)

Stock-Based Compensation (Continued)

Pro forma adjustments to the Company’s consolidated net earnings and earnings per share are disclosed
during the years in which the options become vested. The following table illustrates the effect on net income
and eamings per share if the Company had applied the fair value recognition provisions of FASB Statement
No. 123, Accounting for Stock-Based Compensation, to stock-based compensation.

2004 2003 2002

Net income, as reported ' $ 13,346 $ 10,364 § 8,839
Deduct: Total stock-based compensation

expense determined under the fair value

based method for all awards, net of related

tax effects 191 298 187
Pro forma net income k) 13,155 § 10,066 $ 8,652
Basic eamings per share - as reported 3 141 § 112 § .96
Basic earnings per share - pro forma $ 139 3 1.08 $ .94
Diluted earnings per share - as reported $ 131 8 1.03 % .91
Diluted eamings per share - pro forma $ 120 $ 100 $ 90
Weighted average fair value of options

granted $ 456 § 364 3 2.45
The fair value of each option is estimated on the date of grant using an option-pricing madel with the following
assumptions:

2004 2003 2002

Dividend yield 2.18% 2.30% 3.00%
Expected volatility 30.44% 29.64% 29.05%
Risk-free interest rate 3.70% 3.00% 2.76%
Expected aption life 6 years 6 years 5 years

Earnings Per Share

Basic eamings per share (EPS), which excludes dilution, is computed by dividing income available to
common shareholders by the weighted-average number of common shares outstanding for the period.
Diluted EPS reflects the potential dilution that could occur if securities or other contracts to issue common
stock, such as stock options, result in the issuance of common stock which shares in the eamings of the
Company. The treasury stock method has been applied to determine the dilutive effect of stock options in

computing diluted EPS.
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SIERRA BANCORP AND SUBSIDIARY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(Continued)

SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

Recent Accounting Pronouncements

in December 2003, the Accounting Standards Executive Committee of the American institute of Certified
Public Accountants issued Statement of Position 03-3, Accounting for Certain Loans or Debt Securities
Acquired in a Transfer (SOP 03-3). This SOP addresses accounting for differences between contractual
cash flows and cash flows expected to be collected from an investor’s initial investment in loans or debt
securities (loans) acquired in a fransfer if those differences are attributable, at least in part, fo credit quality. it
includes such loans acquired in purchase business combinations and applies to all nongovernmental entities,
including not-for-profit organizations. This SOP does not apply to loans originated by the entity. This SOP
limits the yield that may be accreted (accretable yield) to the excess of the investor's estimate of
undiscounted expected principal, interest, and other cash flows (cash flows expected at acquisition to be
collected) over the investor's initial investment in the loan. This SOP requires that the excess of contractual
cash flows over cash flows expected to be collected (nonaccretable difference) not be recognized as an
adjustment of yield, loss accrual, or valuation allowance. This SOP prohibits investors from displaying
accretable yield and nonaccretable difference in the balance sheet. Subsequent increases in cash flows
expected to be collected generally should be recognized prospectively through adjustment of the loan's yield
over its remaining life. Decreases in cash flows expected to be collected should be recognized as
impairment, thereby retaining the accretable yield on the loan as adjusted. This SOP also prohibits “carrying
over” or creation of valuation allowances in the initial accounting of all foans acquired in a transfer that are
within the scope of this SOP. The prohibition of the valuation allowance carryover applies to the purchase of
an individual loan, a pool of loans, a group of loans, and loans acquired in a purchase business combination,
This SOP is effective for loans acquired in fiscal years beginning after December 15, 2004. The adoption of
this new standard is not expected to have a material impact on the Company’s financial statements.

On December 16, 2004, the FASB published Statement No. 123 (Revised 2004), Share-Based Payment.
Statement 123(R) covers a wide range of share-based compensation arrangements including share options,
restricted share plans, performance-based awards, share appreciation rights, and employee share purchase
plans. |t replaces FASB Statement No. 123, Accounting for Stock-Based Compensation, and supersedes
APB Opinion No. 25, Accounting for Stock Issued to Employess. This statement requires that stock-based
compensation transactions be recognized as compensation expense in the income statement based on their
fair values at the date of grant. Companies transitioning to fair value based accounting for stock-based
compensation will be required to use the “modified prospective” method, whereby they must recognize equity
compensation cost from the beginning of the period in which the recognition provisions are first applied as if
the fair value method had been previously used to account for all equity compensation awards granted,
modified, or settled in fiscal years beginning after December 31, 1994. For public companies, the effective
date of this statement is for interim and annual periods beginning after June 15, 2005. The Company has
been disclosing the impact of this accounting methodology pursuant to previously accepted accounting
principles, and expects that the impact going forward will continue fo be a reduction in net income.

In March 2004, FASB's Emerging Issues Task Force (EITF) reached consensus on Issue No. 03-1, The
Meaning of Other-Than-Temporary Impaijrment and Its Application to Certain Instruments. EITF 03-1
provides guidance for determining when an investment is considered impaired, whether impairment is other-
than-temporary, and measurement of an impairment loss. An investment is considered impaired if the fair
value of the investment is less than its cost. Generally, an impairment is considered other-than-temporary
unless: (i) the investor has the ability and intent to hold an investment for a reasonable period of time
sufficient for an anticipated recovery of fair value up to (or beyond) the cost of the investment; and (i)
evidence indicating that
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Recent Accounting Pronouncements (Continued)

the cost of the investment is recoverable within a reasonable period of time outweighs evidence to the
contrary. . If impairment is determined to be other-than-temporary, then an impairment loss should be
recognized equal to the difference between the investment's cost and its fair value. The recognition and
measurement provisions were initially effective for other-than-temporary impairment evaluations in reporting
periods beginning after June 15, 2004. However, in September 2004, the effective date of these provisions
was delayed until the finalization of a FASB Staff Position (FSP) to provide additional implementation
guidance.

INVESTMENT SECURITIES AVAILABLE-FOR-SALE

The amortized cost and estimated market value of investment securities available-for-sale are as follows
(dollars in thousands):

December 31, 2004

Gross Gross Estimated
Amortized Unrealized Unrealized Market
Cost Gains Losses Value
U.S. Treasury securities 8 506 $ 2 2 3 506
U.S. Government agencies 6,013 3 (12) 6,004
Obligations of states and
political subdivisions 31,504 1,316 $ (37) 32,783
U.S. Govemment agencies
collateralized by mortgage )
obligations , 159,576 292 (1,146) 158,722
Other securities 6 3 9

$ 197605 § 1616 $ (1,197) $ 198,024
December 31,2003

Gross Gross . Estimated
Amortized Unrealized Unrealized Market
Cost Gains Losses Value
U.S. Treasury securities $ 509 $ 9 $ 518
U.S. Government agencies ‘ 10,499 130 10,629
Obligations of states and
political subdivisions 33,415 1,753 {20) 35,148
U.S. Government agencies v .
collateralized by mortgage
obligations . 38,094 475 § an 38,492
Other securities 6 5 11

$ 82523 $ 2372 §_ 97) § 84,798

Net unrealized gains on investment securities available-for-sale totaling $419,000 and $2,275,000 are
recorded, net of $173,000 and $936,000 in tax liabilities, as accumulated other comprehensive income within
shareholders' equity at December 31, 2004 and 2003, respectively.

Proceeds and gross realized gains on the sales and calls of investment securities available-for-sale totaled
$5,903,000 and $19,000 for the year ended December 31, 2004. Proceeds and gross realized
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INVESTMENT SECURITIES AVAILABLE-FOR-SALE (Continued)

gains on the sales and callis of investment securities available-for-sale were $5,495,000 and $118,000 for the
year ended December 31, 2003. Proceeds and gross realized gains on the sales and calls of investment
securities available-for-sale totaled $4,580,000 and $280,000 for the year ended December 31, 2002.

information pertaining to securities with gross unrealized losses at December 31, 2004, aggregated by
investment category and length of time that individual securities have been in a continuous loss position,
foliows (dollars in thousands):

Less Than Twelve Months Over Twelve Months
Gross Gross
Unrealized Fair Unrealized Fair
Losses Value Losses Value
U.S. Treasury securities $ 2 % 301 $ $
U.S. Government agencies 12 3,996
Obligations of states and
political subdivisions 27 2,320 10 426

U.S. Government agencies
collateralized by mortgage
obligations 1,096 129,749 50 3323

& 1137 § 136366 S 60 3 3740

Interest rates tend 1o fluctuate in cycles, where periods of low rates are followed by periods of rising rates.
Although still refatively low, interest rates have begun to rise. As interest rates rise the market values of fixed-
rate instruments decline, resulting in unrealized losses. Although every possible measure is taken to reduce
the amount of unrealized loss relative to the advantages of additional yield achieved on an investment, these
reductions in market value are inevitable. Given that rates have been historically low, investments made
within this low rate environment are likely to experience extended periods of unrealized losses.

Despite the unrealized loss position of these securities, the Company has concluded, as of December 31,
2004, that these investments are not other-than-temporarily impaired. This assessment was based on the
following factors: 1) whether the securities are issued by the federal government or its agencies, 2) whether
downgrades by bond rating agencies have occurred, 3) industry analyst reports, and 4) the intent and ability
of the Company to hold the security to maturity.

The amortized cost and estimated market value of investment securities available-for-sale at December 31,
2004 by contractual maturity are shown below. Expected maturities will differ from contractual maturities
because the issuers of the securities may have the right to call or prepay obligations with or without call or
prepayment penalties.
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Estimated
Amortized Market
Cost Value
~ (Dollars in thousands)
Maturing within one year \ $ 8,619 $ 8,696
Maturing after one year through five years 16,790 17,405
Maturing after five years through ten years 11,582 12,116
Maturing after ten years 1 ' 1.032 1,076
38,023 39,203
Investment securities not due at a single maturity date:
U.8. Government agencies collateralized by
mortgage obligations ‘ 159,576 158,722
Other securities 6 9

$ 107605 $ 198024

Investment securities available-for-sale with amortized costs totaling $177,680,000 and $63,927,000 and
estimated market values totaling $177,217,000 and $65,641,000 were pledged to secure public deposits,
other contractual obligations and short-term borrowing arrangements at December 31, 2004 and 2003,

respectively (see Note 8).

LOANS AND LEASES

The composition of the loan and lease portfolio is as follows (dollars in thousands):

December 31,
2004 2003
Real estate:
Secured by residential, commercial and professional
office properties, including construction and
development _ $ 336,065 $ 306,635
Secured by residential properties : ‘ 126,241 98,891
Secured by farm land o ‘ ' 37,648 25,281
Held for sale 440 513
Total real estate 500,394 431,320
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LOANS AND LEASES (Continued)

Commercial and industrial 97,810 91,367
Agricultural 13,146 13,693
Small Business Administration loans 21,547 21,964
Consumer 48,992 41,106
Credit card 10,897 10,439
Direct financing leases 3,490 792

696,276 610,681

Deferred loan and lease origination fees, net (1,277) | (1,716)
Allowance for loan and lease losses (8,842) {6,701)

$§ 686157 § 602264

A summary of the transactions in the aliowance for loan and lease losses follows (dollars in thousands):

Year Ended December 31
2004 2003 2002
Balance, beginning of year $ 6,701 § 5939 § 5,675
Provision for loan and lease losses 3,473 3,105 3,350
Losses charged to allowance (1,771} (2,594) (3,374)
Recoveries 439 251 288
Balance, end of year 3 8842 § 6701 $ 5939

Non-performing assets are comprised of the following: Loans and leases for which the Company is no longer
accruing interest; loans and leases 90 days or more past due and still accruing interest (although they are
generally placed on non-accrual when they become 90 days past due); loans and leases restructured where
the terms of repayment have been renegotiated, resulting in a deferral of interest or principal; and other real
estate owned (“OREO"). Management's classification of a loan or lease as “non-accrual” is an indication that
there is reasonable doubt as to the full recovery of principal or interest on the loan and lease. At that point,
the Company stops accruing income from the interest, reverses any uncollected interest that had been
accrued but unpaid, and recognizes interest income only as cash interest payments are received and as long
as the collection of all outstanding principal is not in doubt. The loans may or may not be collateralized, and
collection efforts are continuously pursued. Loans or leases may be restructured by management when a
borrower has experienced some change in financial status causing an inability to meet the original repayment
terms and where the Company believes the borrower will eventually overcome those circumstances and
make full restitution. OREO consists of properties acquired by foreclosure or similar means that management
intends to offer for sale,

The recorded investment in loans and leases that were considered to be impaired (nonaccrual loans and
leases) totaled $2,148,000 and $6,477,000 at December 31, 2004 and 2003, respectively. The related
allowance for loan and lease losses on these impaired loans and leases at December 31, 2004 and 2003 was
$358,000 and $585,000, respectively.
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The average recorded investment in impaired loans and leases during 2004, 2003 and 2002 was $3,783,000,
$5,584,000 and $6,332,000, respectively. Interest income on impaired loans and leases is recognized on a
cash basis and was not significant for the years ended December 31, 2004, 2003 and 2002, respectively.
Interest foregone on these nonaccrual loans and leases since being placed on nonaccrual status totaled
$994,000, $1,214,000 and $922,000 at December 31, 2004, 2003 and 2002, respectively.

Certain loans have been pledged to secure short-term borrowing arrangements (see Note 8).
Salaries and employee benefits totaling $3,528,000, $2,372,000 and $2,189,000 have been deferred as loan

and lease origination costs to be amortized over the estimated lives of the related loans and leases for the
years ended December 31, 2004, 2003 and 2002, respectively.

Loan Servicing

The Bank originates mortgage loans for sale to investors. During the years ended December 31, 2004, 2003
and 2002, mortgage loans were sold without retention of related servicing.

The Bank's servicing portfolio at December 31, 2004 and 2003 totaled $23,544,000 and $31,934,000,
respectively. At December 31, 2004, loans were principally serviced for one investor.

PREMISES AND EQUIPMENT

Premises and equipment consisted of the following (dollars in thousands):

_December 31,
2004 2003

Land $ 2,045 $ 2,045
Buildings and improvements - 9,875 9,802
Furniture, fixtures and equipment 17,881 . 15,875
Equipment leased to others 2,239 1,501
Leasehold improvements ‘ 3,675 3,054
Construction in progress 11 8

35,726 32,285

Less accumulated depreciation
and amortization 15,938 13,994

§ 10788 § 18201

Depreciation and amortization included in occupancy and equipment expense totaled $2,858,000, $2,391,000
and $2,063,000 for the years ended December 31, 2004, 2003 and 2002, respectively.
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OTHER ASSETS

Other assets consisted of the following (doliars in thousands):

_December 31,
2004 2003

Accrued interest receivable $ 4,218 $ 3,238
Deferred tax assets 3,472 3,295
Prepaid taxes 4,482 0
Investment in limited partnerships 9,818 8,787
Federal Home Loan Bank stock, at cost 5,584 1,394
Cash surrender value of officer life insurance

policies 16,841 16,249
Other 4 296 1.988

8 48711 % 34,951

The Company has invested in limited partnerships that operate qualified affordable housing projects to
receive tax benefits in the form of tax deductions from operating losses and tax credits. The Company
accounts for these investments under the cost method and management analyzes these investments
annually for potential impairment. The Company has remaining capital commitments to these partnerships at
December 31, 2004 in the amount of approximately $2,205,000. Such amounts are included in other
liabilities on the consolidated balance sheet.

The Company holds certain equity investments that are not readily marketable securities and thus are
classified as “other assets” on the Company’s balance sheet. These include investments in Pacific Coast
Bankers Bancshares, Diversified Holding Corporation (“DHC"), Califomia Economic Development Lending
initiative, and the Federal Home Loan Bank (“FHLB”). The largest of these is the Company’s $5.6 million
dividend-yielding investment in FHLB stock. The FHLB requires an equity investment in an amount that is
based on a percentage of the Company’s borrowing activity at the FHLB.

DEPOSITS

Interest-bearing deposits consisted of the following (doltars in thousands):

December 31,
2004 2003
Savings $ 68,192 $ 50,643
Money market 137,545 130,804
NOW accounts 62,887 55,047
Time, $100,000 or more : 134,722 131,357
Time, under $100,000 103,625 120,234

§ 506971 § 488085
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Aggregate annual maturities of time deposits are as follows (dollars in thousands):

Year Ending
December 31,

2005
2006
2007
2008
2009

Interest expense recognized on interest-bearing deposits consisted of the following (dollars in thousands):

Savings

Money market

NOW accounts

Time, $100,000 or more
Time, under $100,000

OTHER BORROWING ARRANGEMENTS

Short-term borrowings consisted of the following (dollars in thousands).

As of December 31:
Federal funds purchased and
repurchase agreements
Ovemight Federal Home Loan
Bank advances
Federal Home Loan Bank advances
Other borrowings

$ 221,668

10,872

4,217

1,223

367

238347

Year Ended December 31
2004 2003 2002
$ 320 % 227 § 178
894 1,377 1,894
55 53 50
2,354 2,293 2,975
1,788 1,968 2,714
3 5411 § 5918 § 7.811
2004 2003
Amount Rate Amount Rate
$ 24,187 0.35% $ 13,647 0.63%
18,800 2.04% 19,600 0.78%
25,000 2.35%
Q 15
$§__ 67,087 $___ 33262
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The Company had fixed-rate, long-term debt of $75,000,000 with the Federal Home Loan Bank at December
31, 2004 which matures through 2009. The contractual maturities of long-term debt are as follows (dollars in
thousands).

Year Ending Weighted
December 31, Amount Average Rate
2005 $ 10,000 1.46%
2006 19,000 2.09%
2007 19,000 2.59%
2008 22,000 3.01%
2009 5.000 3.32%
$_75.000

The Company had unsecured lines of credit with its correspondent banks which, in the aggregate, amounted
to $39,000,000 and $29,000,000 at December 31, 2004 and 2003, respectively, at interest rates which vary
with market conditions. There were no borrowings outstanding under these lines of credit at December 31,
2004 and 2003, respectively.

At December 31, 2004, the Company could borrow up to $32,618,000 on an overnight basis from the Federal
Home Loan Bank, secured by qualifying first morigage loans with a carrying value of $38,380,000. There
were overnight borrowings of $18,800,000 and $19,600,000 outstanding from the Federal Home Loan Bank
at December 31, 2004 and 2003, respectively.

The Company enters into sales of securities under agreements to repurchase which generally mature within
one day. Repurchase agreements totaled $24,187,000 and $13,647,000 aft December 31, 2004 and 2003,
respectively. The dollar amount of GNMA Mortgage-Backed securities underlying the agreements are carried
as investment securities available-for-sale. At December 31, 2004 and 2003, these securities had market
values of $31,686,000 and $17,519,000 and amortized costs of $31,714,000 and $16,763,000, respectively.
INCOME TAXES

The provision for income taxes follows (doliars in thousands):

Year Ended December 31,

2004 2003 2002
Federal:
Current $ 3967 $ 4,548 $ 3,159
Deferred 812 (1,215)
4,779 3,333 3,159
State:
Current 2,620 1,365 128
Deferred (225) (315) (207)
2.395 1,050 (79)
$ 7174 $ 4383 $ 3,080
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The effects of temporary differences that give. rise to significant portions of the deferred tax assets and
liabilities are presented below (dollars in thousands):

December 31,
f 2004 2003
Deferred tax assets: »
Allowance for loan losses 3 3,965 $ 3,005
Deferred compensation 1,623 1,226
Other real estate 165 465
Other 737 800
Total deferred tax assets 6,490 5,496
Deferred tax liabilities:
Premises and equipment - (1,535) (1,069)
Deferred Loan Costs ‘ (1,159)
Unrealized gain on secuntles avauable-for-sa!e (172) . (936)
Other . {152) {196)
Total deferred tax liabilitiesv (3,018) (2.201)
Net deferred tax assets ' $ 3472 $ 3295

The expense for income taxes differs from amounts computed by applymg the statutory Federal income tax
rates to income before income taxes. The significant ltems comprising these differences consisted of the
following (dollars in thousands)

Year Ended December 31,

2004 2003 2002

Income tax expense at Federa| _ :

statutory rate $ 7,182 % 5161 $ 4,052
Increase (decrease) resultlng from:

State franchise tax expense, net of

Federal tax effect _ 1,167 960 156
Tax exempt income (607) (844) (589)
Affordable housing tax credits (1,082) (587) (369)
Other ‘ . ' 514 (307) (170)
Effective tax rate ” 35.0% 297% 25.8%
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On December 31, 2003, the Chief Counsel of the California Franchise Tax Board declared its position with
respect to certain RE!T transactions. Based on this announcement, the Company revised downward its
estimate of the realization of tax benefits associated with its investment in Sierra Real Estate Investment
Trust. This had the effect of eliminating all such benefits in 2003, thus increasing the Company’s effective tax
rate in 2003. Tax benefits originally reflected on the Company’s 2002 income tax returns have also been
eliminated with a subsequent filing of amended 2002 returns during 2004. The Company is evaluating its
options with respect to this issue and has retained its rights to appeal and claim a refund of payments made if
the matter is favorably resolved in the future.

SUBORDINATED DEBENTURES

Sierra Capital Trust | ("Trust") and Sierra Statutory Trust ll, (“Trust II"}, {collectively, the “Trusts”) were formed
by the Company for the sole purpose of issuing trust preferred securities fully and unconditionally guaranteed
by the Company. For financial reporting purposes, the Trusts are not consolidated and the Floating Rate
Junior Subordinated Deferrable interest Debentures (the "Subordinated Debentures™) held by the Trusts and
issued and guaranteed by the Company are reflected in the Company's consolidated balance sheet in
accordance with provisions of FIN 46. Under applicable regulatory guidance, the amount of trust preferred
securities that is eligible as Tier 1 capital is limited fo twenty-five percent of the company's Tier 1 capital on a
pro forma basis. At December 31, 2004, $23,615,000 of trust preferred securities qualified as Tier 1 capital,
with another $6,385,000 qualifying as Tier 2 capital.

During the fourth quarter of 2001, Sierra Capital Trust | issued 15,000 Floating Rate Capital Trust Pass-
Through Securities (TRUPS), with a liquidation value of $1,000 per security, for gross proceeds of
$15,000,000. The entire proceeds of the issuance were invested by the Trust in $15,464,000 of
Subordinated Debentures issued by the Company, with identical maturity, repricing and payment terms as the
TRUPS. These Subordinated Debentures represent the sole assets of the Trust. The Subordinated
Debentures issued by Sierra Capital Trust | mature on December 8, 2031, bear a current interest rate of
6.44% (based on 6-month LIBOR plus 3.75%), with repricing and payments due semi-annually. These
Subordinated Debentures are redeemable by the Company, subject to receipt by the Company of prior
approval from the Federal Reserve Bank, on any June 8th or December 8th on or after December 8, 2006.
The redemption price is par plus accrued and unpaid interest, except in the case of redemption under a
special event which is defined in the debenture. The TRUPS are subject to mandatory redemption to the
extent of any early redemption of the related Subordinated Debentures and upon maturity of those
Subordinated Debentures on December 8, 2031.

Holders of the TRUPS are entitied to a cumulative cash distribution on the liquidation amount of $1,000 per
security at an interest rate at December 31, 2004 of 6.44%. For each successive 6-month period beginning
on June B of each year, the rate will be adjusted to equal the 6-month LIBOR plus 3.75%; provided, however,
that prior to December 8, 2006, such annual rate does not exceed 11.00%. The Trust has the option to defer
payment of the distributions for a period of up to five years, as long as the Company is not in default on the
payment of interest on the Subordinated Debentures. The TRUPS issued in the offering were sold in private
fransactions pursuant to an exemption from registration under the Securities Act of 1933, as amended. The
Company has guaranteed, on a subordinated basis, distributions and other payments due on the TRUPS.

During the first quarter of 2004, Sierra Statutory Trust il issued 15,000 Floating Rate Capital Trust Pass-
Through Securities (TRUPS 1), with a liquidation value of $1,000 per security, for gross proceeds of
$15,000,000. The entire proceeds of the issuance were invested by Trust Il in $15,464,000 of Subordinated
Debentures issued by the Company, with identical maturity, repricing and payment terms as the TRUPS 1.
The Subordinated Debentures, purchased by Trust ll, represent the sole assets of the Trust Il. Those
Subordinated Debentures mature on March 17, 2034, bear a current interest rate of 5.251% (based on 3-
month LIBOR plus 2.75%), with repricing and payments due quarterly.
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Those Subordinated Debentures are redeemabile by the Company. su J\ect to receipt by the Company of prior
approval from the Federal Reserve Bank, on any March 17%, June 17, September 17", and December 17"
on or after March 17, 2008.. The redemption price is par plus accrued and unpaid mterest except in the case
of redemption under -a.special .event which is defined in the debenture. The TRUPS Il are subject to
mandatory redemption to the extent of any early redemption of the related Subordinated Debentures and
upon maturity of the Subordinated Debentures on March 17, 2034,

Holders of TRUPS |I are entitled to a cumulative cash distribution on the liquidation amount of $1,000 per
security at an interest rate at December 31, 2004 of 5.251%. For each successive period beginning on
March 17 of each year, the rate will be adjusted to equal the 3-month LIBOR plus 2.75%, provided, however,
that prior to March 17, 2008, such annual rate does not exceed 11.00%. The Trust Il has the option to defer
payment of the distributions for a period of up to five years, as long as the Company is not in default on the
payment of interest on the Subordinated Debentures. The TRUPS |l issued in the offering were sold in
private transactions pursuant to an exemption from registration under the Securities Act of 1933, as
amended. The Company has guaranteed on a subordinated basis, distributions and other payments due on
the TRUPS Il

COMMITMENTS AND CONTINGENCIES
Leases

The Company leases cerfain of its branch facilities and administrative offices under noncanceiable operating
leases. Rental expense included in occupancy and equipment and other expense totaled $658,000,

- $583,000 and $484,000 for the years ended December 31, 2004, 2003 and 2002, respectively.

Future minimum lease payments on noncancelable operating leases are as follows (dollars in thousands):

Year Ending
Deacember 31,
2005 ‘ $ 659,000
2006 ‘ 645,000
2007 579,000
2008 : 579,000
2008 423,000
Thereafter v ‘ . 2,121,000

$_5.006.000

The Company has options to renew its branch facilities and administrative office after the initial leases expire.
The renewal options range from one fo ten years,

Federal Reserve Raquirements
Banks are required to maintain reserves with the Federal Reserve Bank equal to a percentage of their

reservable deposits less vault cash. The reserve balances maintained at the Federal Reserve Bank at
December 31, 2004 and 2003 were $5,364,000 and $1,976,000, respectively.
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Financial instruments With Off-Balance-Sheet Risk

The Bank is a party to financial instruments with off-balance-sheet risk in the normal course of business in
order to meet the financing needs of its customers. These financial instruments consist of commitments to
extend credit and standby letters of credit. These instruments involve, to varying degrees, elements of credit
and interest rate risk in excess of the amount recognized in the consolidated balance sheet.

The Bank's exposure to credit loss in the event of honperformance by the other party for commitments to
extend credit and letters of credit is represented by the contractual amount of those instruments. The Bank
uses the same credit policies in making commitments and lefters of credit as it does for loans included on the
balance sheet.

The following financial instruments represent off-balance-sheet credit risk (dollars in thousands):

December 31,
2004 2003
Commitments to extend credit $ 215,566 $ 183,574
Standby letters of credit $ 19,842 § 21,118
Credit card commitments $ 41,880 $ 43,143

Commitments to extend credit consist primarity of unfunded single-family residential and commercial reat
estate construction loans and commaercial revolving lines of credit. Construction loans are established under
standard underwriting guidelines and policies and are secured by deeds of trust, with disbursements made
over the course of construction. Commercial revolving lines of credit have a high degree of industry
diversification. Commitments generally have fixed expiration dates or other termination clauses and may
require payment of a fee. Since many of the commitments are expected to expire without being drawn upon,
the total commitment amounts do not necessarily represent future cash requirements. Standby letters of
credit are generally secured and are issued by the Bank to guarantee the performance of a customer to a
third party. The credit risk involved in issuing letters of credit is essentially the same as that involved in
extending loans to customers. Credit card commitments represent available balances on credit cards and are
unsecured.

Concentration in Real Estate L ending

At December 31, 2004, in management's judgment, a concentration of loans existed in real estate related
foans. At that date, approximately 72% of the Company's [oans were real estate related. Although
management believes the loans within these concentrations have no more than the normal risk of
collectibility, a substantial decline in the performance of the economy in general or a decline in real estate
values in the Company’s primary market areas, in particular, could have an adverse impact on collectibility.

Concentration by Geographic Location

The Bank grants commercial, real estate mortgage, real estate construction and consumer loans to
customers primarily in the South Central San Joaquin Valley of California, specifically Tulare, Fresno, Kern,
Kings and Madera counties. The ability of a substantial portion of the Bank's customers to honor their
contracts is dependent on the economy in these areas. Although the Bank's loan portfolio is diversified, there
is a relationship in this region between the local agricultural economy and the economic performance of loans
made to non-agricultural customers.
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Concentration by Organization

The Bank has undertaken én effort to market its credit card program locally through the establishment of
relationships with various organizations, commonly refetred to as affinity groups. The Bank has no affinity
group that individually accounts for more than 20% of the credit card portfolio,

Contingencies

The Company is subject to legal proceedings and claims which arise in the ordinary course of business. In
the opinion of management, the amount of ultimate liability with respect to such actions will not materially
affect the consolidated financial position or results of operations of the Company.

SHAREHOLDERS' EQUITY

Share Repurchase Plan

During 2004 and 2003, the Company had in effect a stock repurchase plan authorizing the purchase of up to
250,000 shares of its common stock. During the years ended December 31, 2004 and 2003, the Company
repurchased 103,400 and 101,200 shares at a total cost of $1,929,000 and $1,531,000, respectively.
Repurchases are generally made in the open market at market prices.

Earnings Per Share

A reconciliation of the numerators and denominators of the basic and diluted eamlngs per share
computations is as follows (dollars in thousands):

For the Year Ended December 31,

2004 2003 2002

Basic Eamings Per Share

Net income $ 13346 3 10364 $ 8,839
Weighted average shares outstanding 9,482,201 9.288.908 9,252,093
Basic earnings per share | 3 141 $ 112 § __96
Diluted Eamings Per Share

Net income : $ 13346 $ 10364 $ 8.839
Weighted average shares outstanding 9,482,201 9,288,908 9,252,093
Effect of dilutive stock options 684,101 729,188 413,746
Weighted average diluted shares outstanding 10,166,302 10,018,096 9,665,839
Diluted earnings per share $ 1.31 § 103 § 9
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SHAREHOLDERS' EQUITY (Continued)

Stock Options

in June 1998, Bank of the Sierra adopted the 1998 Stock Option Plan (the "Plan") for which shares are
reserved for issuance to employees and directors under incentive and nonstatutory agreements. The Plan
was assumed by the Company effective August 10, 2001. The Plan covers a total of 2,763,684 shares of the
Company’s authorized and unissued common stock, of which two-thirds are reserved for the grant of options
to full-time salaried officers and employees of the Company. The remaining one-third of the shares available
for grant may be granted to anyone eligible to participate in the Plan, inciuding directors, officers and
employees. The Plan requires that the option price may not be less than the fair market value of the stock at
the date the option is granted, and that the option price must be paid in full at exercise. The options under
the Plan expire on dates determined by the Board of Directors, but not later than ten years from the date of
grant. The vesting period is determined by the Board of Directors and is generally five years. For
participants with 10 years of service at the date of grant, options vest immediately.

A summary of the activity of the Plan follows:

2004 2003 2002
Weighted Weighted Weighted
Average Average Average
Exercise Exercise Exercise
Shares Price Shares Price Shares Price
Outstanding,
beginning of year 1,803,278 $ 8.11 1,947,536 $ 782 1,991,200 § 7.66
Exercised {429,156) $ 7.51 (172,858) $ 7.42 (70,264) $ 7.65
Granted 60,000 $§ 16.13 82,000 $ 13.99 136,000 $ 10.31
Canceled (52,800) $ 8.52 (53.400) $ 8.99 _(109.400) $ 8.14
Outstanding,
end of year 1381322 $ 862 1803278 $ 811 1947536 $ 782
Exercisable,
end of year 1063922 $ 812 1363478 $ 7.89 _1374136 $  7.83
A summary of options outstanding at December 31, 2004 follows:
Weighted Number of
Outstanding Average Options
at Remaining Exercisable
December 31,  Contractual  December 31,
Exercise Price 2004 Life (Years) 2004
$ 643 551,125 6.8 415,125
$ 9.00 631,397 3.8 607,997
$ 989 12,000 76 4,200
$ 1005 20,000 7.3 8,000
$ 10.36 13,000 8.0 1,800
$ 10.86 32,800 78 12,400
$ 13.85 25,000 8.3 5,000
$ 1550 8,000 9.3 0
$ 15.63 36,000 8.5 6,400
$ 15.65 20,000 9.5 0
$ 16.56 19,000 9.8 0
$ 16.61 13,000 9.0 3,000
—1.381.322 1,063,922
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REGULATORY MATTERS

The Company and the Bank are subject to certain regulatory requirements administered by the Board of
Governors of the Federal Reserve System and the FDIC. Failure to meet these minimum capital
requirements can initiate certain mandatory, and possibly additional discretionary, actions by reguiators that,
if undertaken, could have a direct material effect on the Company's consolidated financial statements. Under
capital adequacy guidelines and the regulatory framework for prompt corrective action, the Bank must meet
specific capital guidelines that involve quantitative measures of the Bank's assets, liabililies and certain off-
balance-sheet items as calculated under regulatory accounting practices. The Company's and the Bank's
capital amounts and classification are also subject to' qualitative judgments by the regulators about
components, risk weightings and other factors.

- Quantitative measures established by regulation to ensure capital adequacy require the Company and the

Bank to maintain minimum amounts and ratios of total and Tier 1 capital to risk-weighted assets and of Tier 1
capital to average assets. Each of these components is defined in the regulations. Management believes
that the Company and the Bank meet all their capital adequacy requirements as of December 31, 2004 and
2003.

In addition, the most recent notification from the FDIC categorized the Bank as well capitalized under the
regulatory framework for prompt corrective action. There are no conditions or events since that notification
that management believes have changed the Bank's category. To be categorized as well capitalized, the
Bank must maintain minimum total risk-based, Tier 1 risk-based and leverage capital ratios as set forth below
(dollars in thousands).

[

2004 2003
Capital Capital
Amount Ratio Amount Ratio

Leverage Ratio

Sierra Bancorp and subsidiary $ 88,988 92% $ 68,122 8.9%

Minimum regulatory requirement $ 38680 4.0% $ 30,713  4.0%

Bank of the Sierra $ 62,895 85% $ 62,895 8.2%

Minimum requirement for "Well-Capitalized” institution $ 48230 50% $ 38,352 5.0%
" Minimum regulatory requirement $ 38,584 4.0% $ 30,681 4.0%

Tier 1 Risk-Based Capital Ratio

Sierra Bancorp and subsidiary $ 88,988 11.3% $ 68,122 9.9%

Minimum regulatory requirement ‘ $ 31,388 40% $ 27,511 4.0%
' Bank of the Sierra $ 81,814 105% $ 62,895 9.2%

Minimum requirement for "Well-Capitalized” institution $ 46,843 6.0% $ 41,151 6.0%

Minimum regulatory requirement $ 31,228 40% $ 27,434 4.0%
.Jotal Risk-Based Capital Ratio

Sierra Bancorp and subsidiary $ 104352 133% $ 74,823 10.9%

Minimum regulatory requirement $ 62777 80% $ 55,021 8.0%

Bank of the Sierra $ 90793 116% $ 69,598 10.2%

Minimum requirement for "Well-Capitalized” institution $ 78,071 10.0% $ 68,586 10.0%

Minimum regulatory requirement $ 62,457 80% $ 54,868 8.0%

78



13.

14.

SIERRA BANCORP AND SUBSIDIARY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(Continued)

REGULATORY MATTERS {Continued)

In March 2005, the Board of Governors of the Federal Reserve System issued a final rule allowing bank
holding companies to continue to include trust preferred securities in their Tier 1 capital for reguiatory capital
purposes. The amount that can be included is limited to 25% of ali core capital elements, net of goodwili less
any associated deferred tax liability. Amounts of restricted core capital elements in excess of these limits
generally may be included in tier 2 capital. While this is a positive current development, there can be no
assurance that the Federal Reserve will not impose further restrictions in the future on the inclusion of trust
preferred securities in Tier 1 capital for regulatory capital purposes.

Dividend Restrictions

The Company's ability to pay cash dividends is dependent on dividends paid to it by the Bank and limited by
California corporation law. Under California law, the holders of common stock of the Company are entitled to
receive dividends when and as declared by the Board of Directors, aut of funds legally available, subject to
certain restrictions. The California general corporation law prohibits the Company from paying dividends on
its common stock unless: (1) its retained earnings, immediately prior to the dividend payment, equals or
exceeds the amount of the dividend or (2) immediately after giving effect to the dividend, the sum of the
Company's assets (exclusive of goodwill and deferred charges) would be at least equal to 125% of its
liabilities (not including deferred taxes, deferred income and other deferred liabilities) and the current assets
of the Company would be at least equal to its current fiabilities, or, if the average of its eamings before taxes
on income and before interest expense for the two preceding fiscal years was less than the average of its
interest expense for the two preceding fiscal years, at least equal to 125% of its current liabilities.

Dividends from the Bank to the Company are restricted under California law to the lesser of the Bank's
retained earnings or the Bank’s net income for the latest three fiscal years, less dividends previously declared
during that period, or, with the approval of the Department of Financial institutions, to the greater of the
retained earnings of the Bank, the net income of the Bank for its last fiscal year, or the net income of the Bank
for its current fiscal year. As of December 31, 2004, the maximum amount available for dividend distribution
under this restriction was approximately $25,000,000.

BENEFIT PLANS

Salary Continuation Agreements, Directors’ Retirement and Officer Supplemental Life insurance Plans

In 2002, the Company entered into salary continuation agreements with certain executive officers and also
established a retirement plan for members of the Board of Directors. The plans provide for annual benefits
for up to fifteen years after retirement or death. The benefit obligation under these plans totaled $1,186,000
and $618,000, and was 27.2% and 14.2% funded for the years ended December 31, 2004 and 2003,
respectively. In addition, the Company provides benefits to former executives of Sierra National Bank under
salary continuation plans that were in effect at the time Sierra National Bank was merged into Bank of the
Sierra. The benefit obligation under these plans totaled $473,000 and $525,000 and was fully funded for the
years ended December 31, 2004 and 2003, respectively. Benefits paid to former executives of SNB under
this plan totaled $95,000 for both years ended December 31, 2004 and 2003. Certain officers of the
Company have supplemental life insurance policies with death benefits available to the officers’ beneficiaries.
The expense recognized under these arrangements totaled $501,000, $545,000 and $173,000 for the years
ended December 31, 2004, 2003 and 2002, respectively.

In cannection with these plans, the Company purchased, or acquired through the merger, single premium life
insurance policies with cash surrender values totaling $15,983,000 and $15,383,000 at December 31, 2004
and 2003, respectively. On the consolidated balance sheet, the cash surrender values are included in other
assets.
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BENEFIT PLANS (Continued)

Officer and Director Deferred Compensation Plan

The Company has established a deferred compensation plan for certain members of the management group
and a deferred fee plan for directors for the purpose of providing the opportunity for participants to defer
compensation. The Company bears the costs for the plan's administration and the interest eamed on
participant deferrals. The related expense was not material for the years ended December 31, 2004, 2003
and 2002. In connection with this plan, life insurance policies were purchased with cash surrender values
totaling $858,000 and $866,000 at December 31, 2004 and 2003, respectively, which are included on the
consolidated balance sheet in other assets.

401(k) Savings Plan

The 401(k) savings plan (the "Plan") allows participants to defer, on a pre-tax basis, up to 15% of their salary
(subject to.Internal Revenue Service limitations) and accumulate tax-deferred earnings as a retirement fund.
The Bank may make a discretionary contribution to match a specified percentage of the first 6% of the
participants' contributions annually. The amount of the matching contribution was 70%, 70% and 75% in
2004, 2003 and 2002, respectively. The matching contribution is discretionary, vests over a period of five
years from the participants’ hire date and is subject to the approval of the Board of Directors. The Company
contributed $378,000, $333,000 and $310,000 to the Plan in 2004, 2003 and 2002, respectively.

OTHER EXPENSE

Other expense consisted of the following (dollars in thousands):

Year Ended December 31,

2004 2003 2002
Professional fees ‘ $ 2038 § 2,028 $ 1,808
Data processing 1,087 1,095 2,176
Advertising and promotion 1,241 1,117 995
Deposit services 1,168 1,054 1,101
~ Stationery and supplies 673 650 593
Telephone and data communication 766 700 784
Loan and credit card processing » 1,329 934 1,221
Other- _ 1,701 1,621 1.464

$ 10,003 $ 9199 § 10142

RELATED PARTY TRANSACTIONS

During the normal course of business, the Bank enters into loans with related parties, including executive
officers and directors. These loans are made with substantially the same terms, including rates and
collateral, as loans to unrelated parties. The following is a summary of the aggregate activity involving related
party borrowers (dollars in thousands):

Balance, January 1, 2004 | $ 2,586
Disbursements , 16,477
Amounts repaid 16,679

Balance, December 31, 2004 $§ 2384

Undisbursed commitments to related parties,

December 31, 2004 $ 2625
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RELATED PARTY TRANSACTIONS (Continued)

Deposits from related parties held by the Bank at December 31, 2004 and 2003 amounted to $3,268,000 and
$2,469,000 respectively.

OTHER COMPREHENSIVE INCOME

Other comprehensive income or loss consisted of the following (dollars in thousands):

Tax
Before (Expense) After
Tax Benefit _Tax
For the Year Ended December 31, 2004
Other comprehensive loss:
Unrealized holding losses $ (1,875) $ 771§ (1,104)
Add: reclassification adjustment for net
gains included in net income 19 {8) 11
Total other comprehensive loss 3 (1,856) $ (763) § {1,093)
For the Year Ended December 31, 2003
Other comprehensive loss:
Unrealized holding losses 3 (1,034) $ 425 § (609)
Less: reclassification adjustment for net
gains included in net income 118 (48) 70
Total other comprehensive loss : $ {916) § 377 § {539)
For the Year Ended December 31, 2002
Other comprehensive income:
Unrealized holding gains 3 1,438 § (603) $ 835
Less: reclassification adjustment for net
gains included in net income 280 (118) 162
Total other comprehensive income $ 1,158 §_ (485) $ 673

DISCLOSURES ABOUT FAIR VALUE OF FINANCIAL INSTRUMENTS

Disclosures include estimated fair values for financial instruments for which it is practicable o estimate fair
value. These estimates are made at a specific point in time based on relevant market data and information
about the financial instruments. These estimates do not reflect any premium or discount that could result
from offering the Company's entire holdings of a particular financial instrument for sale at one time, nor do
they attempt to estimate the value of anticipated future business related to the instruments. In addition, the
tax ramifications related to the realization of unrealized gains and losses can have a significant effect on fair
value estimates and have not been considered in any of these estimates.

Because no market exists for a significant portion of the Company's financiat instruments, fair value estimates
are based on judgments regarding current economic conditions, risk characteristics of various financial
instruments and other factors. These estimates are subjective in nature and involve uncertainties and
matters of significant judgment and therefore cannot be determined with precision. Changes in assumptions
could significantly affect the fair values presented.
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DISCLOSURES ABOUT FAIR VALUE OF FINANCIAL INSTRUMENTS (Continued)

The following methods and assumptions were used by the Company to estimate the fair value of its financial
instruments at December 31, 2004 and 2003: ’

Cash and cash equivalents and shori-term borrowings: For cash and cash equivalents and short-term
borrowings, the carrying amount is estimated to be fair value.

Investment_securities: For investment securities, fair values are based on quoted market prices, where
available. If quoted market prices are not available, fair values are estimated using quoted market prices for
simitar securities and indications of value provided by brokers.

Loans and jeases: For variable-rate foans and feases that reprice frequently with no significant change in
credit risk or interest rate spread, fair values are based on carrying values. Fair values for other loans and
leases are estimated using discounted cash flow analyses, using interest rates being offered at each
reporting date for loans and leases with similar terms to borrowers of comparable creditworthiness. Fair
values of foans held for sale are estimated using quoted market prices for similar loans or the amount the
purchasers have committed to purchase the loan. The carrying amount of accrued interest receivable
approximates its fair value.

Cash surrender value of life insurance policies: The fair values are based on current cash surrender values
at each reporting date provided by the insurers.

Investment in limited partnerships: The fair values of the investments in WNC Institutional Tax Credit Fund
Limited Partnerships are estimated using quarterly indications of value provided by the general partner.

Other investments: Included in other assets are certain long-term investments carried at cost, which
approximates estimated fair value.

Deposits: The fair values for demand deposits are, by definition, equal to the amount payable on demand at
the reporting date represented by their carrying amount, Fair values for fixed-rate certificates of deposit are
estimated using a discounted cash flow analysis using interest rates being offered at each reporting date by
the Bank for certificates with similar remaining maturities. The camying amount of accrued interest payable
approximates its fair value.

Short-term _borrowings; The carrying amounts of federal funds purchased, overnight FHLB advances,

"' borrowings under repurchase agreements, and other short-term borrowings maturing within ninety days

approximate their fair values. Fair values of other short-term borrowings are estimated using discounted cash
flow analyses based on the Company's current incremental borrowing rates for similar types of borrowing
arrangements.

Long-term borrowings: The fair values of the Company’s long-term borrowings are estimated using
discounted cash flow analyses based on the Company's current incremental borrowing rates for similar types
of borrowing arrangements.

Subordinated debentures: The fair value of subordinated debentures was determined based on the current
market value for like kind instruments of a similar maturity and structure.

Limited parinership capital commitments: The fair value of the capital commitments to the WNC Institutional

Tax Credit Fund Limited Partnerships are estimated using a discounted cash flow analysis using rates of
return currently available for similar instruments.
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DISCLOSURES ABOUT FAIR VALUE OF FINANCIAL INSTRUMENTS (Continued)

Commitments_to extend credit and letters of credit: Commitments to extend credit are primarily for adjustable
rate loans. For these commitments, there are no differences between the committed amounts and their fair
values. Commitments to fund fixed rate loans and letters of credit are at rates which approximate fair value at
each reporting date.

December 31, 2004 December 31, 2003
{Dollars in thousands)
Carrying Fair Canying Fair
Amount Value Amount Value
Financial assets:
Cash and due from banks $ 36,735 $ 36,735 $ 53,042 § 53,042
Investment securities
available for sale 198,024 198,024 84,798 84,798
Loans and leases, net 686,157 690,702 602,264 616,297
Cash surrender value of life
insurance policies 16,841 16,841 16,249 16,249
Other investments 5,584 5,584 1,394 1,394
Investment in limited
partnership 9,818 9,818 8,787 8,787
Accrued interest receivable 4,218 4,218 3,238 3,238
‘Financial liabilities:
Deposits $ 742,703 $ 741975 % 684,477 $ 677,339
Short-term borrowings 67,987 65,224 33,262 33,281
Long-term borrowings 75,000 73,757
Subordinated debentures 30,928 31,780 15,464 15,464
Limited partnership capital
commitment 2,205 2,205 2,834 2,834
Accrued interest payable 1,053 1,053 489 489
Off-balance-sheet financial
instruments:
Commitments to extend credit $ 215,566 $ 215,566 $ 183,574 $ 183,574
Standby letters of credit 19,842 19,842 21,118 21,118

Credit card commitments 41,880 41,880 43,143 43,143
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PARENT ONLY CONDENSED FINANCIAL STATEMENTS -

‘BALANCE SHEET

. December 31, 2004 and 2003

(Dollars in thousands)

ASSETS -
Cash and due from banks
investment in bank subsidiary
Investment in Trust subsidiaries
Investment in other securities
Other assets ‘~

Total assefs

LIABILITIES AND SHAREHOLDERS' EQUITY
Liabilities:
Other liabilities
Subordinated debentures
Total liabilities
Shareholders' equity:
Common stock
Retained earnings ‘
Accumulated other comprehensive income, net of taxes
Total shareholders' equity

Total liabilities and shareholders' equity
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2004 2003
$ 10,571 § 2,480
87,604 69,777
928 464
1,000 1,000
2,071 1,872
$ 102,174 $ 75,593
$ 111§ 153
30,928 15.464
31,039 15,617
8,828 4,513
62,060 54,124
246 1,339
71,135 59,976
$ 102,174 $ 75,593
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PARENT ONLY CONDENSED FINANCIAL STATEMENTS {Continued)
STATEMENT OF INCOME

For the Years Ended December 31, 2004, 2003 and 2002
{Dollars in thousands)

2004 2003 2002
Income:
Dividends declared by bank subsidiary -
eliminated in consolidation 3 3504 $ 3,426 $% 3,641
Other operating income 100
Total income 3,504 3,426 3.741
Expenses:
Interest on subordinated debentures 1,410 770 891
Other expenses 349 526 425
Total expenses 1,759 1,296 1,316
income before income taxes 1,745 2,130 2425
Income tax benefit (679) (466) (501)
Income before equity in undistributed
income of subsidiary 2,424 2,596 2,926
Equity in undistributed income of subsidiary 10,922 7.768 5913
Net income $ 13,346 § 10,364 3 8,839
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19. PARENT ONLY CONDENSED FINANCIAL STATEMENTS (Continued)

STATEMENT OF CASH FLOWS

For the Years Ended December 31, 2004, 2003 and 2002
(Dollars in thousands)

Cash flows from operating activities:
Net income
Adjustments to reconcile net income to net
cash provided by operating activities:
Undistributed net income of subsidiary
Increase in other assets
Increase (decrease) in other liabilities

Net cash provided by operating
activities :

Cash flows from investing activities:
Investment in bank subsidiary
Investment in Sierra Statutory Trust
Proceeds from (investment in) other

securities '

Net cash provided by (used in)
investing activities

Cash flows from financing activities:
{Repayments of) short-term borrowings
Proceeds from the issuance of subordinated

debentures
Proceeds from exercise of stock options
Common stock repurchase and retirement
Dividends paid

Net cash (used in) provided by
financing activities

Net (decrease) increase in cash and cash
equivalents

Cash and cash equivalents, beginhing of year

Cash and cash equivalents, end of year
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2004 2003 2002
$ 13,346 $ 10,364 $ 8,839
(10,922) (7,768) ' (5,913)
(199) (893) (525)
(42) 72 0
2,183 1,775 2,400
(8,000)
(464)
40 (40)
(8.464) 40 (40)
(150)
15,464
4,343 1,741 537
(1,929) (1,531) (313)
(3.506) (3.348) (2.590)
14,372 (3.136) (2.516)
8,091 (1,321) (156)
2.480 3,801 3,957
$ 10571 § 2480 $ 3,801
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‘CONDENSED QUARTERLY RESULTS OF OPERATIONS (UNAUDITED)

The following table sets forth the Company's results of operations for the four quarters of 2004 and 2003 and
is unaudited. In management's opinion, the results of operations reflect all adjustments (which include only
recurring adjustments) necessary to present fairly the condensed results for such periods.

2004 Quarter Ended
December 31, September 30, June 30, March 31,

Interest income $ 14,312 $ 13,476 $ 12,417 $ 11,952
interest expense 2,511 2,274 2,102 1,609

Net interest income 11,801 11,202 10,315 10,343
Provision for loan and

lease losses 800 1,000 773 900
Non-interest income 2,197 2,732 2,719 2,609
Non-interest expense 8,048 6,995 7,347 7,535

Net income before

taxes 5,150 5,939 4,914 4,517

Provision for taxes 1,819 1,996 1,988 1,371

Net income $_ 3331 § 3943 § 2926 $ 3,146
Diluted earnings per

share $ .32 $ .39 $ .29 $ 31
Cash dividend per

share $ A0 $ .09 $ .09 $ .09

2003 Quarter Ended
December 31, September 30, June 30, March 31,

Interest income $ 11,230 $ 10,815 $ 10,324 $ 10,138
Interest expense 1.588 1,629 1,723 1,934

Net interest income ' 9,642 9,286 8,601 8,204
Provision for loan and

fease losses 1,180 800 725 400
Non-interest income 2,983 2,718 2,514 2,203
Non-interest expense 7.450 7,077 6,992 6.780

Net income before

taxes 3,995 4,127 3,398 3,227

Provision for taxes 1,609 1,086 932 756

Net income $ 2,386 3 3041 § 2466 $ 24171
Diluted earnings per

share $ .23 $ .30 $ .25 $ .25
Cash dividend per

share $ .12 3 .08 $ .08 $ .08
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ITEM 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON ACCOUNTING AND
FINANCIAL DISCLOSURE

At a meeting on March 29, 2004, the Audit Committee of the Company dismissed Perry Smith, LLP (“Perry-Smith™)
as the Company’s principal independent accountant. At the same meeting, the Audit Committee selected the ac-
counting firm of Vavrinek, Trine, Day & Co., LLP as the independent accountant for the Company’s 2004 fiscal year.

Perry-Smith audited the consolidated financial statements of the Company for the years ended December 31, 2003
and 2002. Perry-Smith’s report on the Company’s financial statements for the last two fiscal years did not contain an
adverse opinion or disclaimer of opinion, nor were such reports qualified or modified as tc uncertainty, audit scope or
accounting principles. ‘

During the subsequent interim period from January 1, 2004 through March 29, 2004, and for the fiscal years ended
December 31, 2003 and 2002, there were no disagreements between Perry-Smith and the Company on any matter of
accounting principles or practices, financial statement disclosure, or auditing scope or procedure, which
disagreements, if not resolved to the satisfaction of Perry-Smith, would have caused it to make reference to the
subject matter of the disagreements in connection with its reports.

ITEM 9A.

Evaluation of Disclosure Controls and Procedures

The Company's Chief Executive Officer and its Chief Financial Officer, after evaluating the effectiveness of the
Company's disclosure controls and procedures (as defined in Exchange Act Rules 13(a)-15(¢) as of the end of the
period covered by this report (the "Evaluation Date") have concluded that as of the Evaluation Date, the Company's
disclosure controls and procedures were adequate and effective to ensure that material information relating to the
Company and its consolidated subsidiaries would be made known to them by others within those entities, particularly
during the period in which this quarterly report was being prepared.

Disclosure controls and procedures are designed to ensure that information required to be disclosed by us in the
reports that we file or submit under the Exchange Act is recorded, processed, summarized and reported, within the
time periods specified in the Securities and Exchange Commission's rules and forms. Disclosure controls and proce-
dures include, without limitation, controls and procedures designed to ensure that information required to be dis-
closed by us in the reports that we file under the Exchange Act is accumulated and communicated to our
management, including our Chief Executive Officer and Chief Financial Officer, as appropriate to allow timely deci-
sions regarding required disclosure.

As permitted by SEC Release No. 34-50754 dated November 30, 2004, this initial filing of the Company’s Form 10-
K does not include Management’s annual report on internal control over financial reporting required by Item 308(a)
of Regulation S-K or the related Attestation report of the registered public accounting firm required by Item 308(b).
These items will be included in an amendment to this Form 10-K expected to be filed no later than April 30, 2005.
As of the filing date of this Form 10-K, the Company has not identified any material weakness in its intemnal control
over financial accounting, nor has the Company’s registered public accounting firm communicated to the Company
that it has identified such a material weakness.’

Changes in Internal Controls

There were no significant changes in the Company's internal controls over financial reporting or in other factors in the
fourth quarter of 2004 that has materially affected, or is reasonably likely to materially affect, the Company’s internal
controls over financial reporting.

ITEM 9B. OTHER INFORMATION. -

None.
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PART III
ITEM 10. DIRECTORS AND EXECUTIVE OFFICERS OF THE REGISTRANT

Code of Ethics

The Company has adopted a code of ethics applicable to all of its officers, directors and employees, including its
principal executive officer, principal financial officer, principal accounting officer and persons performing similar
functions. The text of this code of ethics is included as an exhibit to this Form 10-K. Furthermore, the Company
intends to fully disclose any waiver from, or amendment to, any provision of its code of ethics.

Other Information Concerning Directors and Executive Officers

The remainder of the information required by Item 10 will be contained in the Company's definitive Proxy Statement
for the its 2005 Annual Meeting of Shareholders, which the Company will file with the SEC within 120 days after the
close of the Company's 2004 fiscal year in accordance with SEC Regulation 14A under the Securities Exchange Act
of 1934. Such information is incorporated herein by this reference.

ITEM 11. EXECUTIVE COMPENSATION (see Item 14 below)

ITEM 12. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT
AND RELATED SHAREHOLDER MATTERS

Securities Authorized for Issuance Under Equity Compensation Plans

The following table provides information as of December 31, 2004, with respect to options outstanding and available
under our 1998 Stock Option Plan, which is our only equity compensation plan other than an employee benefit plan
meeting the qualification requirements of Section 401(a) of the Internal Revenue Code:

Number of Securities Weighted-Average
to be Issued Exercise Price Number of Securities
Upon Exercise of of Outstanding Remaining Available
Plan Category Outstanding Options Options for Future Issuance
Equity compensation plans
approved by security holders 1,381,322 $8.62 710,264

Other Information Concerning Security Ownership of Certain Beneficial Owners and Management

The remainder of the information required by Item 12 will be contained in the Company's definitive Proxy Statement
for its 2005 Annual Meeting of Shareholders, which the Company will file with the SEC within 120 days after the
close of the Company's 2004 fiscal year in accordance with SEC Regulation 14A under the Securities Exchange Act
of 1934. Such information is incorporated herein by this reference.

ITEM 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS (see Item 14 below)
ITEM 14. PRINCIPAL ACCOUNTING FEES AND SERVICES

The information required by Items 11, 13, and 14 will be contained in the Company's definitive Proxy Statement for
its 2005 Annual Meeting of Shareholders, which the Company will file with the SEC within 120 days after the close

of the Company's 2004 fiscal year in accordance with SEC Regulation 14A under the Securities Exchange Act of
1934, Such information is incorporated herein by this reference.
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PART IV

ITEM 15. EXHIBITS, FINANCIAL STATEMENT SCHEDULES, AND REPORTS ON FORM 8;K

(a) Exhibits

Exhibit No. Description

2 Plan of Reorganization and Agreement of Merger dated December 14, 2000 by and
among Bank of the Sierra, Sierra Bancorp and Sierra Merger Corporation (effective
August 10, 2001) (1)

31 Articles of Incorporation of Sierra Bancorp (1)

3.2 Amendment to Articles of Incorporation of Sierra Bancorp (1)

33 By-laws of Sierra Bancorp (1)

10.1 1998 Stock Option Plan (1)

10.2 Indenture dated as of November 28, 2001 between Wilmington Trust Company, as
Trustee, and Sierra Bancorp, as Issuer (2)

10.3 Amended and Restated Declaration of Trust of Sierra Capital Trust I, dated as of
November 28, 2001 (2) '

104 Guarantee Agreement between Sierra Bancorp and Wilmington Trust Company dated
as of November 28, 2001 (2)

10.5 Salary Continuation Agreement for Kenneth R. Taylor (3)

10.6 Salary Continuation Agreement for Kenneth E. Goodwin (3)

10.7 Salary Continuation Agreement for James C. Holly (3)

10.8 Salary Continuation Agreement for Charlie C. Glenn (3)

10.9 Indenture dated as of March 17, 2004 between U.S. Bank National Association, as
Trustee, and Sierra Bancorp, as Issuer (4)

10.10 Amended and Restated Declaration of Trust of Sierra Statutory Trust I, dated as of
March 17,2004 (4)

10.11 Guarantee Agreement between Sierra Bancorp and U.S. Bank National Association

o dated as of March 17, 2004 (4)

11 . Statement of Computation of Per Share Eamings (5)

14 Code of Ethics

21 Subsidiaries of Sierra Bancorp

23.1 Consent of Vavrinek, Trine, Day & Co., LLP

232 Consent of Perry-Smith LLP

311 Certification of Chief Executive Officer (Section 302 Certification)

31.2 Certification of Chief Financial Officer (Section 302 Certification)

32 Certification of Periodic Financial Report (Section 906 Certification)

8y

@
€)
@
3

Filed as an Exhibit to the Registration Statement of Sierra Bancorp on Form S-4 filed with the Securities and Exchange Commission (“SEC”)

(Registration No. 333-53178) on January 4, 2001 and incorporated herein by reference.

Filed as an Exhibit to the Form 10-K filed with the SEC on April 1, 2002 and incorporated herein by reference.

Filed as an Exhibit to the Fétm 10-Q filed with the SEC on May 15, 2003 and incorporated herein by reference.

Filed as an Exhibit to the Form 10-Q filed with the SEC on May 14, 2004 and incorporated herein by reference.

Computation of eamings per share is incorporated herein by reference to Note 12 of the Financial Statements.
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(b) Financial Statement Schedules

Schedules to the financial statements are omitted because the required information is not applicable or because the
required information is presented in the Company’s Consolidated Financial Statements or related notes.

(c) Reports on Form 8-K .

e A filing was made on October 27, 2004 of a press release of October 25, 2004, reporting the Company’s
preliminary results of operations and financial condition as of and for the calendar quarter ended September
30, 2004.

91




Pursuant to the requirements of Section 13 or 15(d) of the Securities and Exchange Act of 1934, the
Registrant has duly caused this report to be signed on its behalf by the undersigned, thereunto duly authorized.

Dated: March 14, 2005

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by

SIGNATURES

SIERRA BANCORP,
a California corporation

By: /s/ James C. Holly

James C. Holly
President

and Chief Executive Officer

By: /s/ Kenneth R. Taylor

Kenneth R. Taylor
Senior Vice President

and Chief Financial Officer

the following persons on behalf of the registrant and in the capacities and on the dates indicated.

Signature

/s/ Albert L, Berra

Albert L. Berra

/s/ Gregory A. Childress

Gregory A. Childress

/s/ Robert L. Fields

Robert L. Fields

/s/ James C._Holly

James C. Holly

/s/ Vincent L. Jurkovich

Vincent L. Jurkovich

/s/ Howard H. Smith

Howard H. Smith

/s/ Morris A. Tharp

Morris A. Tharp

/s/ Robert H._Tienken

Robert H. Tienken

/s/ Gordon T._Woods

Gordon T. Woods

/s/ Kenneth R._Taylor

Kenneth R. Taylor

Title

Director

Director

Director

Director

Director

Director

Chairman of the Board

Director

Director

Senior Vice President
& Chief Financial Officer
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Date

March 14, 2005

March 14, 2005

March 14, 2005

March 14, 2005

March 14, 2005

March 14, 2005

March 14, 2005

March 14, 2005

March 14, 2005

March 14, 2005
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SIERRA BANCORP
EXPLANATORY NOTE

This Amendment to the Annual Report on Form 10-K for Sierra Bancorp (the “Company”) for the fiscal year
ended December 31, 2004 (initially filed on March 14, 2005, the “Original Filing”), is being filed to include
Management’s annual report on internal control over financial reporting required by Item 308(a) of Regulation
S-K and the related Attestation report of the registered public accounting firm required by Item 308(b). As
permitted by SEC Release No. 34-50754 dated November 30, 2004, the initial filing of the Company’s Form 10-
K did not include those items. However, in order for the Company’s Form 10-K to be deemed as “timely
filed”, those items must be included in a Form 10-K amendment to be filed within 45 days of the filing deadline
otherwise specified for the Original Filing,

This Amendment is specifically intended to make only the following changes to the Company’s 10-K for the
year ended December 31, 2004: 1) to modify Part IT Item 9A to include the information required by Items
308(a) and 308(b) of Regulation S-K; 2) to update the requisite Section 302 and Section 906 certifications and
the signature page to reflect the filing date of this amendment; and 3) to modify the list of exhibits to reflect the
updated certifications and auditor’s consent and to incorporate by reference any other exhibits filed with the
Original Filing. All other information presented in the Original Filing is unaffected by this Amendment, and
has thus not been reiterated herein. All information in this Amendment is as of the date of the Origina!l Filing
and does not refiect any subsequent information or events occurring after the date of the Original Filing.




PART 11
ITEM 9A.

Evaluation of Disclosure Controls and Procedures

The Company's Chief Executive Officer and its Chief Financial Officer, after evaluating the effectiveness of the
Company's disclosure controls and procedures (as defined in Exchange Act Rules 13(a)-15(e) as of the end of the
period covered by this report (the "Evaluation Date") have concluded that as of the Evaluation Date, the Company's
disclosure controls and procedures were adequate and effective to ensure that material information relating to the
Company and its consolidated subsidiaries would be made known to them by others within those entities, particularly
during the period in which this quarterly report was being prepared.

Disclosure controls and procedures are designed to ensure that information required to be disclosed by us in the
reports that we file or submit under the Exchange Act is recorded, processed, summarized and reported, within the
time periods specified in the Securities and Exchange Commission's rules and forms. Disclosure controls and
procedures include, without limitation, controls and procedures designed to ensure that information required to be
disclosed by us in the reports that we file under the Exchange Act is accumulated and communicated to our
management, including our Chief Executive Officer and Chief Financial Officer, as appropriate to allow timely
decisions regarding required disclosure. : ’

Management’s Report on Internal Control over Financial Reporting

Management of the Company is responsible for the preparation, integrity, and reliability of the consolidated financial
statements and related financial information contained in this annual report. The consolidated financial statements of
the Company have been prepared in accordance with accounting principles generally accepted in the United States of
America and, as such, include some amounts that are based on judgments and estimates of management.

Management has established and is responsible for maintaining effective internal control over financial reporting.
The Company’s internal control over financial reporting includes those policies and procedures that:

(i) pertain to the maintenance of records that, in reasonable detail, accurately and fairly reflect the transactions and
dispositions of the assets of the Company;

(ii) provide reasonable assurance that transactions are recorded as necessary to permit preparation of financial
statements in accordance with generally accepted accounting principles, and that receipts and expenditures of
the Company are being made only in accordance with authorizations of management and directors of the
Company; and

(ii) provide reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use or
disposition of the Company’s assets that could have a material effect on the financial statements.

There are inherent limitations in the effectiveness of any internal control, including the possibility of human error and
the circumvention or overriding of controls. Accordingly, even effective internal control can provide only reasonable
assurance with respect to financial statement preparation. Further, because of changes in conditions, the effectiveness
of internal control may vary over time. The system contains monitoring mechanisms, and actions are taken to correct
deficiencies identified.

Management assessed the effectiveness of the Company’s internal control over financial reporting as of December
31, 2004. This assessment was based on criteria for effective internal control over financial reporting described in
"Internal Control - Integrated Framework" published by the Committee of Sponsoring Organizations of the Treadway
Commission. Based on this assessment, management believes that the Company maintained effective internal control
over financial reporting as of December 31, 2004.

Our assessment of the effectiveness of the Company’s internal control over financial reporting as of December 31,
2004 has been audited by Vavrinek, Trine, Day & Co., LLP, an independent registered public accounting firm, as
stated in their report appearing below.



Changes in Internai Controls
There were no significant changes in the Company's internal controls over financial reportmg or in other factors in the
fourth quarter of 2004 that have materially affected, or are reasonably likely to materially affect, the Company’s
internal controls over financial reporting.

Report of Independent Registered Public Accounting Firm

Board of Directors and Stockholders
' Sierra Bancorp and Subsidiary
Porterville, California

We have audited management’s assessment, included in the accompanying Report of Management, that Sierra
Bancorp and Subsidiary (the “Company”) maintained effective internal control over financial reporting as of
December 31, 2004,"based on: criteria established in Internal Control — Integrated Framework issued by the
Committee of Sponsormg Organizations of the Treadway Commission (COSO). The Company’s management is
responsible for maintaining ‘effective internal control over financial reporting and for its assessment of the
“effectiveness of internal control over financial reporting. Our responsibility is to express an opinion on
management’s assessment and an opinion on the effectiveness of the Company s internal control over financial
reporting based on our audit. -

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about
‘whether effective internal control over financial reporting was maintained in all material respects. Cur audit included
obtaining an understanding of internal control over financial reporting, evaluating management’s assessment, testing
and evaluating the des1gn and operating effectiveness of internal control, and performing such other procedures as we
considered necessary in the circumstances. We believe that our audit provides a reasonable basis for our opinion.

A company’s internal control over financial reporting is a process designed to provide reasonable assurance regarding
the reliability of financial reporting and the preparation of financial statements for external purposes in conformity
with U.S. generally accepted accounting principles. Because management’s assessment and our audit were conducted
to also meet the reporting requirements of Section 112 of the Federal Deposit Insurance Corporation Improvement
Act (FDICIA), management’s assessment and our audit of the Company’s internal control over financial reporting
included controls over the preparation of financial statements in accordance with instructions to the Consolidated
Financial Statements for Bank Holding Companies (Form FR Y-9 C). A company’s internal contro} over financial
reporting includes those policies and procedures that (1) pertain to the maintenance of records that, in reasonable
detail, accurately and fairly reflect the transactions and dispositions of the assets of the company; (2) provide
reasonable assurance that transactions are recorded as necessary to permit preparation of financial statements in
accordance with U.S. generally accepted accounting principles, and the receipts and expenditures of the company are
being made only in accordance with authorizations of management and directors of the company; and (3) provide
reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use, or disposition of the
company’s assets that could have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect misstatements.
Also, projections of any evaluation of effectiveness to future periods are subject to the risk that controls may become
inadequate because of changes in conditions, or that the degree of compliance with the policies or procedures may
deteriorate.

In our opinion, management’s assessment that Sierra Bancorp and Subsidiary maintained effective internal control
over financial reporting as of December 31, 2004, is fairly stated, in all material respects, based on criteria established
in Internal Control — Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway
Commission (COSQO). Also in our opinion, the Company maintained, in ali material respects, effective internal
control over financial reporting as of December 31, 2004, based on criteria established in Internal Control —
Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission (COSO).



We have also audited, in accordance with the standards of the Public Company Accounting Oversight Board (United
States), the consolidated balance sheet as of December 31, 2004, and the related consolidated statements of income,
stockholders equity and cash flows for the year ended December 31, 2004 and our report dated January 28, 2005
expressed an unqualified opinion,

/8/ Vavrinek, Trine, Day & Co., LLP
Rancho Cucamonga, California
March 31, 2005




PART IV

ITEM 15. EXHIBITS, FINANCIAL STATEMENT SCHEDULES, AND REPORTS ON FORM 8-K
(a) Exhibits - :

Exhibit No. Description :

2 Plan of Reorganization and Agreement of Merger dated December 14, 2000 by and
among Bank of the Sierra, Sierra Bancorp and Sierra Merger Corporation (effective
August 10, 2001) (1)

3.1 Articles of Incorporation of Sierra Bancorp (1)

32 Amendment to Articles of Incorporation of Sierra Bancorp (1)

33 By-laws of Sierra Bancorp (1)

10.1 1998 Stock Option Plan (1)

10.2 Indenture dated as of November 28, 2001 between Wilmington Trust Company, as
Trustee, and Sierra Bancorp, as Issuer (2)

10.3 Amended and Restated Declaration of Trust of Sierra Capital Trust I, dated as of
November 28, 2001 (2)

104 Guarantee Agreement between Sierra Bancorp and Wilmington Trust Company dated
as of November 28, 2001 (2)

10.5 ~ Salary Continuation Agreement for Kenneth R. Taylor (3)

10.6 Salary Continuation Agreement for Kenneth E. Goodwin (3)

10.7 Salary Continuation Agreement for James C. Holly (3)

10.8 Salary Continuation Agreement for Charlie C. Glenn (3)

10.9 ’ Indenture dated as of March 17, 2004 between U.S. Bank National Association, as
Trustee, and Sierra Bancorp, as Issuer (4)

10.10 Amended and Restated Declaration of Trust of Sierra Statutory Trust II, dated as of
March 17, 2004 (4)

10.11 Guarantee Agreement between Sierra Bancorp and U.S. Bank National Association
dated as of March 17, 2004 (4)

11 Statement of Comiputation of Per Share Earnings (5)

14 Code of Ethics (6) ‘

21 Subsidiaries of Sierra Bancorp (6)

23.1 Consent of Vavrinek, Trine, Day & Co., LLP

23.2 Consent of Perry-Smith LLP (6)

31.1 Certification of Chief Executive Officer (Section 302 Certification)

31.2 Certification of Chief Financial Officer (Section 302 Certification)

32 Certification of Periodic Financial Report (Section 906 Certification)

(1) Filed as an Exhibit to the Registration Statement of Sierra Bancorp on Form 5-4 filed with the Securities and Exchange Commission (“SEC”)
(Registration No. 333-53178) on January 4, 2001 and incorporated herein by reference.

(2) Filedas an Exhibit to the Form 10-K. filed with the SEC on April 1, 2002 and incorporated herein by reference.
(3) Filed as an Ex_hibit to the Form 10-Q filed with the SEC on May 15, 2003 and incorporated herein by reference.
(4) Filed as an Exhibit to the Form 10-Q filed with the SEC on May 14, 2004 and incorporated herein by reference.
(5) Computation of eamnings per share is incorporated herein by reference to Note 12 of the Financial Statements.

(6) Filed as an Exhibit to the Form 10-K filed with the SEC on March 14, 2005 and incorporated herein by reference.



SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities and Exchange Act of 1934, the
Registrant has duly caused this report to be signed on its behalf by the undersigned, thereunto duly authorized.

Dated: April 19, 2005 SIERRA BANCORP,
a California corporation

By: /s/James C. Holly
James C. Holly

President
and Chief Executive Officer

By: /s/Kenneth R. Taylor
Kenneth R. Taylor
Senior Vice President
and Chief Financial Officer

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by
the following persons on behalf of the registrant and in the capacities and on the dates indicated.

Signature Title Date
/s/ Albert L. Berra Director April 19, 2005
Albert L. Berra
/s/ Gregory A. Childress Director April 19, 2005
Gregory A. Childress
/s/ Robert L. Fields Director April 19, 2005
Robert L. Fields
/s/ James C. Holly Director April 19, 2005
James C. Holly
/5/ Vincent L. Jurkovich Director April 19, 2005
Vincent L. Jurkovich
/s/ Howard H. Smith Director April 19, 2005
Howard H. Smith
/s/ Morris 4. Tharp Chairman of the Board April 19, 2005
Morris A. Tharp
/s/ Robert H. Tienken Director April 19, 2005
Robert H. Tienken
/s/ Gordon T. Woods Director April 19, 2005
Gordon T. Woods
/s/ Kenneth R. Taylor Senior Vice President April 19, 2005
Kenneth R. Taylor & Chief Financial Officer
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SIERRA
BANCORP

NOTICE OF ANNUAL MEETING OF SHAREHOLDERS
To Be Held May 25, 2005

TO THE SHAREHOLDERS OF SIERRA BANCORP:

NOTICE IS HEREBY GIVEN that pursuant to its Bylaws and the call of its Board of Directors, the
Annual Meeting of Shareholders (the "Meeting") of Sierra Bancorp (the "Company") will be held at the Main Office
of Bank of the Sierra, 90 North Main Street, Porterville, California 93257 on Wednesday, May 25, 2005 at
7:30 p.m., for the purpose of considering and voting upon the following matters.

L. Election of Directors. Electing the following four (4) individuals to serve as Class II directors
until the 2007 annual meeting of shareholders and until their successors are elected and qualified:

Albert L. Berra Robert H. Tienken
Vincent L. Jurkovich Gordon T. Woods
2. Transacting such other business as may properly come before the Meeting and any and all

adjournments thereof.
The Bylaws of the Company provide for the nomination of directors in the following manner:

"Nominations for election of members of the Board of Directors may be made
by the Board of Directors or by any shareholder of any outstanding class of
voting stock of the Corporation entitled to vote for the election of directors.
Notice of intention to make any nominations, other than by the Board of
Directors, shall be made in writing and shall be received by the President of the
Corporation no more than 60 days prior to any meeting of shareholders called
for the election of directors, and no more than 10 days after the date the notice
of such meeting is sent to shareholders pursuant to Section 5(a) of Article III of
these bylaws; provided, however, that if only 10 days' notice of the meeting is
given to shareholders, such notice of intention to nominate shall be received by
the President of the Corporation not later than the time fixed in the notice of the
meeting for the opening of the meeting. Such notification shall contain the
following information to the extent known to the notifying shareholder: (A) the
name and address of each proposed nominee; (B) the principal occupation of
each proposed nominee; (C) the number of shares of voting stock of the
Corporation owned by each proposed nominee; (D) the name and residence
address of the notifying shareholder; and (E) the number of shares of voting
stock of the Corporation owned by the notifying shareholder. Nominations not
made in accordance herewith may be disregarded by the then chairman of the
meeting, and the inspectors of election shall then disregard all votes cast for
each such nominee."




Only those shareholders of record at the close of business on March 31, 2005 will be entitled to notice of
and to vote at the Meeting.

DATED: April 27, 2005 . By Order of the Board of Directors

L. Diane Rotondo
Secretary

IT IS VERY IMPORTANT THAT EVERY SHAREHOLDER VOTE. WE URGE YOU TO SIGN AND
RETURN THE ENCLOSED PROXY AS PROMPTLY AS POSSIBLE, WHETHER OR NOT YOU PLAN
TO ATTEND THE MEETING IN PERSON. IF YOU DO ATTEND THE MEETING, YOU MAY THEN
WITHDRAW YOUR PROXY. THE PROXY MAY BE REVOKED AT ANY TIME PRIOR TO ITS
EXERCISE. :

IN ORDER TO FACILITATE THE PROVIDING OF ADEQUATE ACCOMMODATIONS, PLEASE
INDICATE ON THE PROXY WHETHER OR NOT YOU EXPECT TO ATTEND THE MEETING.



SIERRA BANCORP
86 North Main Street
Porterville, California 93257
(559) 782-4900

PROXY STATEMENT
ANNUAL MEETING OF SHAREHOLDERS
To Be Held May 25, 2005

INTRODUCTION

This Proxy Statement is furnished in connection with the solicitation of proxies for use at the Annual
Meeting of Shareholders (the "Meeting") of Sierra Bancorp (the *Company") to be held at the Main Office of Bank
of the Sierra (the "Bank"), 90 North Main Street, Porterville, California 93257, at 7:30 p.m., on Wednesday,
May 25, 2005, and at any and all adjournments thereof. The solicitation of the Proxy accompanying this Proxy
Statement is made by the Board of Directors of the Company and the costs of such solicitation will be borne by the
Company.

It is expected that this Proxy Statement and accompanying Notice will be mailed to shareholders on
approximately April 27, 2005.

The matters to be considered and voted upon at the Meeting will be:

1. Election of Directors. To elect four (4) individuals to serve as Class II directors until the 2007
annual meeting of shareholders and until their successors are elected and have qualified.

2. To transact such other business as may properly come before the Meeting and at any and all
adjournments thereof.

Revocability of Proxies

A Proxy for use at the Meeting is enclosed. Any shareholder who executes and delivers such Proxy has the
right to revoke it at any time before it is exercised by filing with the Secretary of the Company an instrument
revoking it or a duly executed proxy bearing a later date, or by attending the Meeting and voting in person. Subject
to such revocation, all shares represented by a properly executed Proxy received in time for the Meeting will be
voted by the proxy holders whose names are set forth in the accompanying Proxy (the "Proxy Holders") in
accordance with the instructions on the Proxy. If no instruction is specified with respect to a matter to be acted
upon, the shares represented by the Proxy will be voted in favor of the election of the nominees for directors set
forth herein and, if any other business is properly presented at the Meeting, in accordance with the recommendations
of the Board of Directors.

Solicitation of Proxies

The Company will bear the cost of this solicitation, including the expense of preparing, assembling,
printing and mailing this Proxy Statement and the material used in this solicitation of proxies. The proxies will be
solicited principally through the mails, but directors, officers and regular employees of the Company may solicit
proxies personally or by telephone. Arrangements will be made with brokerage firms and other custodians,
nominees and fiduciaries to forward these proxy solicitation materials to shareholders whose stock in the Company
is held of record by such entities, and the Compaty will reimburse such brokerage firms, custodians, nominees and
fiduciaries for reasonable out-of-pocket expenses incurred by them in connection therewith. In addition, the
Company may pay for and utilize the services of individuals or companies it does not regularly employ in
connection with this solicitation of proxies, if management determines it advisable.




VOTING SECURITIES

There were 9,775,923 shares of the Company's common stock issued and outstanding on March 31, 2005,
which has been set as the Record Date for the purpose of determining the sharcholders entitled to notice of and to
vote at the Meeting. The presence, in person or by proxy, of at least a majority of the total number of outstanding
shares of the common stock is necessary to constitute a quorum at the Meeting for the transaction of business.
Abstentions and broker non-votes are each included in the determination of the number of shares present for
determining a quorum but are not counted on any matters brought before the Meeting.

Each holder of common stock will be entitled to one vote, in person or by proxy, for each share of common
stock standing in his or her name on the bocks of the Company as of March 31, 2005 for the annual meeting on any
matter submitted to the vote of the shareholders. An abstention or broker non-vote will have the same effect as a
vote against a director nominee and against any other matters submitted for shareholder approval. Shareholders of
the Company do not have cumulative voting rights in connection with the election of directors.

SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS

Management knows of no person who owned beneficially more than 5% of the outstanding Common Stock
of the Company as of March 31, 2005, except for Gregory A. Childress, Robert L. Fields, James C. Holly and
Morris A. Tharp, each of whom is a member of the Board of Directors (see "ELECTION OF DIRECTORS").

ELECTION OF DIRECTORS

The Bylaws of the Company provide that the number of directors shall be not fewer than six (6) nor more
than eleven (11) until changed by a bylaw amendment duly adopted by the vote or written consent of the Company’s
shareholders. The Bylaws further provide that the exact number of directors shall be fixed from time to time, within
the foregoing range, by a bylaw or amendment thereof or by a resolution duly adopted by the vote or written consent
of the Company's shareholders or by the Company's Board of Directors. The exact number of directors is presently
fixed at nine (9). :

Pursuant to the terms of the Company’s Articles of Incorporation, the Board of Directors is divided into
two classes, designated Classes I and II. The directors serve staggered two-year terms, so that directors of only one
class are elected at each Annual Meeting of Shareholders. At the Meeting, shareholders will be asked to elect the
following four (4) Class II directors whose terms expire this year, for an additional term of two (2) years:

Albert L. Berra Robert H. Tienken
Vincent L. Jurkovich Gordon T. Woods

Since shareholders do not have cumulative voting rights in the election of directors, the affirmative vote of
a majority of the votes cast is required for the election of directors. In the event that any of the nominees should be
unable to serve as a director, it is intended that the Proxy will be voted for the election of such substitute nominee, if
any, as shall be designated by the Board of Directors. Management has no reason to believe that any nominee will
become unavailable.

The following table sets forth certain information as of March 31, 2005, with respect to (i) each of the
persons to be nominated by the Board of Directors for election as directors, (ii) each of the Company's directors and
executive officers, and (iii) the directors and executive officers of the Company as a group:



Common Stock
! Beneficially Owned on

Term March 31, 2005
to Expire/ Vested Percentage
Name and Offices Principal Occupation Director Number  Option of Shares
Held with Company for the Past Five Years Age Since of Shares' Shares’ Outstanding’
Morris A. Tharp* President and Owner, 65 2006/ 414,480 100,000 521%
Chairman of the Board E.M. Tharp, Inc. 2000
(Truck Sales and Repair) 1977y

Albert L. Berra Orthodontist/Rancher 64 2007/ 275,839 85,000 3.66%
Director 2000

(1977
Gregory A. Childress* Rancher 48 2006/ 1,629,108° 95,000 17.47%
Director 2000

(1994y°
Robert L. Fields* Investor (formerly Owner, 77 2006/ 583,259 - 5.97%
Director Bob Fields Jewelers) 2000

(1982)°
James C. Holly* President and 64 2006/  474,776" 50,000 5.34%
President, Chief Executive Chief Executive Officer, 2000
Officer and Director Bank of the Sierra 1977y
Vincent L. Jurkovich President, 77 2007/ 147,500 89,500 2.40%
Director Porterville Concrete Pipe, Inc. 2000

1977y
Howard H. Smith Chief Executive Officer, 93 2006/ 450,000 30,034 4.90%
Director Smith’s Enterprises 2000

(Property Management) 1977y

Robert H. Tienken Retired 85 2007/ 183,228 79,000 2.66%
Director (formerly Realtor/Farmer) 2000

1977y

! Except as otherwise noted, may include shares held by such person's spouse (except where legally separated) and minor children, and by any
other relative of such person who has the same home; shares held in "street name” for the benefit of such person; shares held by a family or
retirement trust as to which such person is a trustee and primary beneficiary with sole voting and investment power {or shared power with a
spouse); or shares held in an Individual Retirement Account or pension plan as to which such person (and/or his spouse) is the sole beneficiary
and has pass-through voting rights and investment power.

? Represents option shares which are vested or will vest within 60 days of March 31, 2005 pursuant to the Company's Stock Option Plan, (See " -
Compensation of Directors" and " — Stock Options.")

* The percentages are based on the total number of shares of the Company’s Common Stock outstanding, plus, for each person or group, the
number of option shares which are vested or will vest within 60 days of March 31, 2004 pursuant to the Company's Stock Option Plan. (See " ~
Compensation of Directors” and “ — Stock Options.")

* Mr, Tharp’s address is 15243 Road 192, Porterville, California 93257; Mr. Childress’ address is 12012 Road 200, Portervilie, California 93257,
Mr. Fields’ address is 86 North Main Street, Porterville, California 93257; and Mr. Holly's address is 86 North Main Street, Porterville, California
93257,

3 Year first elected or appointed a director of Bank of the Sierra.

¢ Includes 3,000 shares owned by Childress, Bates, Childress, Inc. (“CBC"), a corporation of which Mr. Childress is President and a 33%%
shareholder; and 705,272 shares owned by CPG Ranch, a partnership of which Mr. Childress is a partner; as to all of which shares Mr. Childress
has shared voting and investment power.

7 Includes 30,000 shares held by Holly Farms, L.P., a timited partnership of which Mr. Holly is a general partner, as to which shares Mr. Holly
has sole voting and investment power.

(Table and footnotes continued on following page.)




Common Stock
Beuneficially Owned on

Term March 31, 2005
to Expire/ Vested Percentage
Name and Offices Prin¢ipal Occupation Director Number  Option of Shares
Held with Company for the Past Five Years Age Since of Shares' Shares’ OQutstanding’

Gordon T. Woods Owner, 69 2007/ 21,386° 60,000 0.83%
Director Gordon T. Woods Construction 2000

(1977)°
Kenneth E. Goodwin Executive Vice President 62 n/a 208,190 - 2.13%
Executive Vice President and Chief Operating Officer,
and Chief Operating Officer Bank of the Sierra
Kenneth R. Taylor Senior Vice President 45 n/a 4,000 11,000 0.15%
Senior Vice President and Chief Financial Officer,
and Chief Financial Officer Bank of the Sierra®
James F. Gardunio Senior Vice President 54 n/a 0 0 n/a
Senior Vice President and Chief Credit Officer,
and Chief Credit Officer Bank of the Sierra'®
Directors and ‘ 4,391,766 599,534 48.11%

Executive Officers
as a Group (12 persons)

Board Committees and Other Corporate Governance Matters

The Board of Directors believes that it is important to encourage the highest level of corporate ethics and
responsibility and has fully implemented the recent corporate governance requirements of Nasdaq and the Securities
and Exchange Commission (the “SEC™). Among other things, the Board has adopted a Code of Ethics which
applies to all of the Company’s directors, officers and employees, including the principal executive officer, principal
financial officer, principal accounting officer and persons performing similar functions. The Code of Ethics requires
that the Company's directors, executive officers and employees avoid conflicts of interest, comply with all laws and
other legal requirements, conduct business in an honest and ethical manner and otherwise act with integrity and in
the Company's best interests. Under the terms of the Code of Ethics, directors, executive officers and employees are
required to report any conduct that they believe in good faith to be an actual or apparent violation of the Code of
Ethics. ‘

As a mechanism to encourage compliance with the Code of Ethics, the Company has established
procedures for (i) receiving, retaining and addressing complaints received regarding accounting, internal accounting
controls or auditing matters; (it) allowing employees to anonymously report any problems they may detect with
respect to such matters; and (iii) reporting any suspected violations of the Code or of law. The Code of Ethics also
prohibits the Company from retaliating against any director, executive officer or employee who makes a good faith

(Certain footnotes appear on previous page.)

% Does not include 134,598 shares held by Filinco, Ltd., as to which shares Mr. Woods’ spouse and daughters have sole voting and investment
power and as to which Mr. Woods disclaims beneficial ownership.

® Mr. Taylor was appointed Senior Vice President/Chief Financial Officer on October 9, 2001. Previously, he served as Senior Vice
President/Chief Financial Officer for Tokai Bank of California in Los Angeles ("Tokai"} from June 2000 to July 2001; and in various other
capacities at Tokai from 1986 through June 2000.

% Mr. Gardanio was appointed Senior Vice President and Chief Credit Officer on February 7, 2005, Previously, he served as First Vice President
at Community Bank of Central California in Salinas, California since August 2002; and as owner/president of Golden Venture Financial Services,
Inc. in Pasadena, California from April 2000 to August 2002,



report of a suspected violation of the Code or of law (even if the report is mistaken), or against anyone who assists in
the investigation of a reported violation.

Director Independence. The overwheiming majority of the members of the Board have historically been
independent, and the Audit and Compensation Committees are comprised solely of independent directors in
accordance with applicable SEC and Nasdaq rule requirements (with one limited exception as allowed by the
Nasdagq rules — see “* — Audit Committee” below). The Board has determined that a majority of the current directors
are “independent” as that term is defined by applicable Nasdaq rules. Specifically, the Board has determined that all
of the Company’s directors other than the President and Chief Executive Officer and the former Corporate Secretary
are independent directors.

Audit Committee. The Company has, among others, a standing Audit, Compliance and CRA Committee
(the “Audit Committee™), of which directors Berra (Chairman), Childress, Jurkovich, Tharp, Tienken and Woods are
members. During the fiscal year ended December 31, 2004, the Audit Committee held a total of twelve (12)
meetings. The purpose of this committee, with respect to its audit duties, is to meet with the outside auditors of the
Company in order to fulfill the legal and technical requirements necessary to adequately protect the directors,
shareholders, employees and depositors of the Company. It is also the responsibility of the Audit Committee to
select the Company’s independent accountants and tc make certain that the independent accountants have the
necessary freedom and independence to freely examine all company records. Further, the Audit Committee pre-
approves all audit and permissible non-audit services to be performed by the independent accountants, with certain
de minimis exceptions.

Each year the committee reviews the risk management assessment of the Company’s branches, credit
centers and operating units and assigns priorities for the year to have independent reviews conducted by loan,
operational, information systems and compliance teams hired by the committee. The committee meets with such
independent review consultants on at least an annual basis and approves the contractual basis of each engagement
letter and arrangement under consideration. Further, as part of its regular monthly meeting schedule, the committee
meets on a quarterly basis to review the Company’s Form 10-Q prior to such Form being filed with the SEC. Also,
the committee meets with the accounting audit partner in charge of the engagement, who presents the audited
consolidated financial reports to the committee upon completion of the annual engagement. The committee recetves
and reviews management letters and all reports of external independent firms which have been contracted to perform
agreed upon procedures for the benefit of the Company and the Committee. Additionally, the committee receives
and reviews all Reports of Examination prepared by regulators regarding safety and soundness, compiiance, or other
examinations performed by such agencies. As part of its responsibilities, the committee also receives, reviews and
approves any and all management initiated responses to engagements conducted by independent consultant firms or
regulatory agencies, prior to their dispersal to the appropriate reviewing agent.

The Audit Committee Charter, a copy of which was attached as an appendix to the Company’s Proxy
Statement for the 2003 Annual Meeting of Shareholders, requires that the Audit Committee be comprised of at least
three directors meeting certain requirements, Each member of the Audit Committee meets the independence criteria
prescribed by applicable law and the rules of the SEC for Audit Committee membership. Further, each member of
the Audit Committee, with the exception of the Company’s former Corporate Secretary, is “independent” as defined
by the rules of Nasdag. Under those rules, as implemented by Nasdaq’s current interpretations and policies, a
corporate secretary is technically considered to be an officer, and therefore an employee, of the company in question
and therefore not “independent” even if that individual meets every other test of independence. The Company’s
former Corporate Secretary, Mr. Tienken, has no relationship with the Company other than as a shareholder, a
director and former Corporate Secretary. He has never been an actual employee of the Company and meets every
other independence test of the Nasdaq rules.

The Board of Directors has determined that in this case the best interests of the Company and its
shareholders require that Mr. Tienken serve as a member of the Audit Committee, notwithstanding the fact he is not
technically considered “independent” according to the rules of Nasdaq. Accordingly, the Board has taken advantage
of a limited exemption available under the Nasdaq rules to allow him to serve on the Audit Committee under these
circumstances. The Board believes that Mr. Tienken has historically been and will continue to be a valuable
member of the Audit Committee due to his longtime directorial experience with the Company and managerial
experience with other companies, and further believes that his service as Corporate Secretary until July 2002 in no



way affects his independence from Management or his ability to properly discharge his duties as a member of the
Audit Committee. .

Each Audit Committee member also meets Nasdaq’s financial knowledge requirements and has substantial
experience as the chief executive officer or equivalent of his respective business or profession. Collectively, the
members have approximately 21 years of service on the Audit Committee of Sierra Bancorp and over 100 years of
service on the Audit Committee of Bank of the Sierra. In addition, at least one member of the Audit Committee has
the requisite financial sophistication required under the rules of Nasdaq for one such member. While the Board
believes that each member of the Audit Committee is highly qualified to discharge his duties, the Board has not
designated any particular member of the Audit Committee as an “audit committee financial expert” under the SEC’s
rules. ‘

Report of the Audit Committee

The Audit Committee has reviewed and discussed with management the Company's audited consolidated
financial statements as of and for the year ended December 31, 2004. The committee has discussed with the
Company's independent auditors, which are responsible for expressing an opinion on the conformity of the
Company's audited consolidated financial statements with generally accepted accounting principles, the matters
required to be discussed by Statement on Auditing Standards No, 61, as amended, including their judgments as to
the quality of the Company's financial reporting, The committee has received from the independent auditors written
disclosures and a letter as required by the Independence Standards Board, Standard No. 1, as amended, and
discussed with the independent auditors the firm's independence from management and the Company. In
considering the independence of the Company's independent auditors, the committee took into consideration the
amount and nature of the fees paid the firm for non-audit services, as described on page 15 below.

During the year 2004, management completed the documentation, testing and evaluation of the Company’s
system of internal control over financial reporting in response to the requirements set forth in Section 404 of the
Sarbanes-Oxley Act of 2002 and related regulations. The Company retained the services of Crowe Chizek and
Company, LLC, certified public accountants, and also utilized the services of Unicon, the Company’s internal
auditing firm, to assist in its compliance with Section 404. The Audit Committee was kept apprised of the progress
of the evaluation and provided oversight and advice to management during the process. In connection with this
oversight, the Committee received periodic updates provided by management at ecach regularly scheduled
Committee meeting. At the conclusion of the process, management provided the Committee with a report on the
effectiveness of the Company’s internal control over financial reporting. The Committee also reviewed the report of
management contained in the Company’s Annual Report on Form 10-K (as amended) for the fiscal year ended
December 31, 2004 filed with the SEC, as well as the Report of Independent Registered Public Accounting Firm
prepared by the Company’s independent accountants, Vavrinek, Trine, Day & Co., LLP, included in the same Form
10-K as amended. This report related to its audit of (i) the consolidated financial statements, (i) management’s
assessment of the effectiveness of internal control over financial reporting and (iii) the effectiveness of internal
control over financial reporting. The Committee continues to oversee the Company’s efforts related to its internal
control over financial reporting and management’s preparations for the evaluation in fiscal 2005.

In reliance on the review and discussions described above, the committee recommends to the Board of
Directors that the year-end audited consolidated financial statements be included in the Company's Annual Report
on Form 10-K for the year ended December 31, 2004 for filing with the SEC.

Submitted by:
Albert L. Berra, Chairman
Gregory A. Childress Morris A. Tharp
Vincent L. Jurkovich Robert H. Tienken

Gordon T. Woods

Compensation Comnmittee. While the Board has no standing "compensation" committee, it has a Human
Resources Committee of which directors Berra (Chairman), Childress, Fields, Smith and Woods are members,
which met four (4) times during 2004. The primary functions of this committee are to (i) to consider and make




recommendations to the Board of Directors concerning the Company’s incentive compensation plans and equity-
based plans in which directors and executive officers may be participants; (ii) annually review and make
recommendations to the Board concerning the compensation arrangements for all executive officers; (iii) assess the
desirability of, and make recommendations to the Board with respect to, any proposed new incentive compensation
plans and equity-based plans and changes to existing plans; (iv) review and make recommendations to the Board
concerning any employment agreements, salary continuation agreements or other contractual arrangements with any
officers; (v) review and administer the non-audit-related portions of the Company's Code of Ethics; and (vi)
annually review group health insurance and workers compensation insurance, and make recommendations to the
Board with regard to carriers and potential changes in coverage.

Board and Committee Meeting Attendance. During the fiscal year ended December 31, 2004, the Board
of Directors of the Company held a total of thirteen (13) meetings. Each director attended at least 75% of the
aggregate of (a) the total number of such meetings and (b) the total number of meetings held by all committees of
the Board on which such director served during 2004.

Director Nominations and Qualifications. The Company does not have a standing Nominating
Committee, as the Board of Directors is composed almost entirely of independent directors, and is sufficiently small
as to make action by committee unnecessary for purposes of managing nominations. It is the policy of the Board of
Directors that all members of the Board of Directors participate in the nomination of directors, in order that the
broadest viewpoints and perspectives may be brought into the evaluation of sitting directors, the decision whether to
invite new directors and the determination and evaluation of potential candidates for nomination as director.

The Company does not pay fees to any third party to identify or evaluate or assist in identifying or
evaluating potential nominees. The Board of Directors does not have a separate charter concerning the director
nomination process, but has adopted the following policies and procedures concerning this process by Board
resolution:

Prior to making any decisions concerning the nomination of directors for each year’s annual meeting, the
Board shall (i) evaluate the performance, attendance records of, and any loans or other transactions between the
Company or the Bank and each of the current Board members proposed for reelection, and on that basis consider the
appropriateness of such members standing for reelection; (ii) review the composition and size of the Board in order
to ensure that the Board is comprised of members reflecting the proper expertise, skills, attributes and personal and
professional backgrounds for service as a directors of the Company; (iii) consider the need to augment Board for any
specific purpose; (iv) review and consider any additional requests from outside parties to serve as directors; (v) if a
new nominee is needed, determine the specific skills and experience desired in a new director; and (vi) in such case,
identify potential nominees who have such skills and experience, determine whether the potential nominees are
shareholders of the Company, investigate the potential nominee's background, develop personal knowledge about
the candidate, develop a consensus of the directors with respect to which potential nominee would be best suited for
the position, determine whether the candidate is interested, and vote on the nomination.

In identifying and evaluating potential nominees, the Board shall consider recommendations from officers,
directors or employees of the Company and its wholly-owned subsidiary, Bank of the Sierra, as well as persons
recommended by shareholders of the Company, and shall evaluate persons recommended by officers, directors or
employees in the same manner as those recommended by shareholders in selecting Board nominees.

In considering possible candidates for election as a director, the Board shall be guided by the principle that
cach director should: (i) be an individual of the highest ethical character and integrity; (ii) bave substantial
experience which is of particular relevance to the Company; (iii) have the ability and willingness to devote sufficient
time to the affairs of the Company; (iv) have a meaningful financial stake in the Company so as to assure that every
director’s interests are aligned with those of the sharcholders; (v) be knowledgeable about the business activities
and market areas in which the Company and its subsidiaries engage; (vi) live or work within 25 miles of an existing
or proposed office of the Bank; (vii) have an excellent personal and professional reputation in and commitment to
one or more communities in which the Company does business; (viii) serve or have served as chief executive officer
or in another position of active leadership with a business or professional interest located within the market areas
served by the Company and its subsidiaries; (ix) have an inquiring mind, a willingness to ask hard questions, and the
ability to work constructively with others; (x) have no conflict of interest that would interfere with his or her



performance as a director; and (xi) have the capacity and desire to represent the best interests of the shareholders as
a whole and not primarily a specific interest group or constituency. :

In considering the desirability of any particular candidate as a potential director, the Board shall also
consider the fit of the individual's skills and personality with those of other directors and potential directors in
building a board that is effective, collegial and responsive to the needs of the Company. While the Board believes
that every director should possess as many as possible of the above attributes, it has not established any speclﬁc
group of such attributes as “minimum quahﬁcatxons for serving as a director.

Consideration of Shareholder Recommendations. In considering any additional requests from outside
parties to serve as directors, including parties recommended by shareholders, the Board shall follow the same
principles outlined above, and shall request of any potential nominee such information as the Board deems necessary
to evaluate that individual's qualifications to serve as a director of the Company, including a completed Directors’
and Officers’ Questionnaire of the same type completed by the Company’s existing directors and executive officers
each.year in connection with the preparation of the Company’s proxy materials, in order to enable the Board to
properly evaluate such person’s qualifications and to be aware of any information concerning such person which
might require disclosure to shareholders pursuant to the SEC rules concerning proxy statements.

A shareholder wishing to submit recommendations for director candidates for election at an annual meeting
of shareholders must do so in writing by December 15 of the previous calendar year, and must include the following
in the written recommendation: (i) a statement that the writer is a shareholder and is proposing a candidate for
consideration; (ii) the name and contact information for the candidate; (iii) a statement of the candidate's business
and educational experience; (iv} information regarding the candidate’s qualifications to be director; (v) the number
of shares of the Company’s stock owned either beneficially or of record by the candidate and the length of time such
shares have been so owned; (vi) the written consent of the candidate to serve as a director if nominated and elected;
(vii) information regarding any relationship or understanding between the proposing shareholder and the candidate;
(viii) a statement that the proposed candidate has agreed to fumnish to the Company all information (including a
completed Directors’ and Officers’ Questionnaire as described above) as the Company deems necessary to evaluate
such candidate’s qualifications to serve as:a director; and (ix) as to the shareholder giving the notice (a) the name
and address of the shareholder and (b) the number of shares of the Company’s stock which are owned beneficially or
of record by the shareholder.

Nominations by Shareholders. The procedures for nominating directors (as opposed to making
recommendations to the Board), other than by the Board of Directors itself, are set forth in the Company' s Bylaws
and in the Notice of Annual Meeting of Shareholders. ‘

Shareholder Communications with Board of Directars. Shareholders may communicate with the Board
of Directors or any individual director by mailing a communication to the Company’s principal executive offices
addressed to the Board of Directors or the individual director. All of such communications, except those clearly of a
marketing nature, will be forwarded directly to the appropriate individual director or presented to the full Board of
Directors at the next regularly scheduled Board of Directors’ meeting.

Director Attendance at Annual Meetings of Shareholders, The Board believes it is important for alil
directors to attend the annual meeting of shareholders in order to show their support for the Company and to provide
an opportunity for shareholders to communicate any concerns to them. The Company’s policy is to encourage, but
not require, attendance by each director at the Company’s annual meeting of shareholders. All nine (9) directors
attended the Company’s Annual Meeting of Shareholders in 2004,

Section 16(a) Beneficial Ownership Reporting Compliance

Based solely upon a review of Forms 3, 4 and 5 and amendments thereto furnished to the Company during
and with respect to its 2004 fiscal year, no director, executive officer or beneficial owner of 10% or more of the
Company's common stock failed to file, on a timely basis, reports required during or with respect to 2004 by Section
16(a) of the Securities Exchange Act of 1934, as amended, except for except for Mr. Fields, who inadvertently failed
to file one timely report with respect to one transaction; Mr. Glenn, who inadvertently failed to file two timely
reports with respect to three transactions; Mr. Goodwin, who inadvertently failed to file two timely reports with



respect to two transactions; Mr. Smith, who inadvertently failed to file one timely report with respect to one
transaction; and Mr. Tienken, who inadvertently failed to file two timely reports with respect to three transactions.

Executive Compensation
The following table sets forth certain summary compensation information with respect to the Chief
Executive Officer and the only other executive officers of the Company as of December 31, 2004 whose total salary

and bonus for the fiscal year ended December 31, 2004, exceeded $100,000 (the "Named Executive Officers"):

Summary Compensation Table

Long Term
Compensation
Stock Options
Granted
Annual Compensation (Number of All Other
Name and Principal Position Year Salary'' Bonus Other'* of Shares)  Compensation

James C. Holly 2004 $250,000 $194,000 $22,550 ‘ 0 $236,907"
President and 2003 194,600 184,000 -19,900 0 197,701"
Chief Executive Officer 2002 184,000 175,000 18,700 0 54,7843
Kenneth E. Goodwin 2004 168,000 100,000 0 0 103,288
Executive Vice President 2003 160,000 60,800 0 0 86,534
and Chief Operating Officer 2002 152,000 58,000 0 0 27,296
Kenneth R. Taylor 2004 144,900 70,000 0 0 15,604'5
Senior Vice President 2003 138,000 39,300 0 0 13,4110
and Chief Financial Officer 2002 131,000 37,500 0 0 7,663"
Charlie C. Glenn 2004 144,900 70,000 0 0 41,148"
Executive Vice President 2003 138,000 39,300 0 ] 44312"
and Chief Credit Officer'® 2002 131,000 37,500 0 0 16,166"

! Qalary figures represent base salaries at December 31 of the applicable year, which are equal to or greater than actual salary amounts paid
during the year. Salary figures include amounts deferred pursuant to the Company's 401(k) Plan or 401 Plus Plan. The 401(k) Plan permits all
participants to contribute a portion of their annual compensation on a pre-tax basis (subject to a statutory maximum}, which contributions vest
immediately when made. To ensure that the 401(k) Plan maintains its qualified status, however, highly compensated employees are limited to
approximately 6% of their annual compensation on a pre-tax basis (also subject to statutory maximum). Highly compensated employees are also
allowed to defer up to 100% of annual compensation pursuant fo a non-qualified 401 Plus Plan. Employer contributions (which are made only
pursuant to the 401(k) Plan) are made in varying amounts at the discretion of the Board of Directors, and become vested over a period of five (5)
years at the rate of 20% per year.

12 Consists entirely of director’s fees.

Y Includes $228,297, $189,301 and $45,186 accrued or paid by the Company in 2004, 2003 and 2002, respectively, in connection with
Mr. Holly’s salary continuation agreement (see “ ~ Salary Continuation Agreements" herein); employer contributions to Mr. Holly's account
pursuant to the 401(k) Plan in the amounts of $8,610, $8,400 and $9,000 for 2004, 2003 and 2002, respectively; and term life insurance premium
in the amount of $598 in 2002.

" Includes 594,190, $77,646 and $18,558 accrued or paid by the Company in 2004, 2003 and 2002, respectively, in connection with
Mr. Goodwin's salary continuation agreement (see * — Salary Continuation Agreements” herein), employer contributions to Mr. Goodwin's
account pursuant to the 401(k} Plan in the amounts of $8,610, $8,400 and $8,250 for 2004, 2003 and 2002, respectively; and term life insurance
premiums in the amount of $488 per year.

¥ Consists of $8,245, $6,615 and $1,564 accrued or paid by the Company in connection with Mr. Taylor’s salary continuation agreement in 2004,
2003 and 2002, respectively (see * — Salary Continuation Agreements” herein); and employer contributions to Mr. Taylor’s account pursuant to
the 401(k) Plan in the amount of $7,359, $6,796 and $6,099 in 2004, 2003 and 2002, respectively.

' Mr. Glenn retired on December 31, 2004.

Y Consists of $32,538, $37,595 and $9,007 accrued or paid by the Company in 2004, 2003 and 2002, respectively in connection with Mr. Glenn’s
salary continuation agreement (see " ~ Salary Continuation Agreements” herein); and employer contributions to Mr. Glenn’s account pursuant 1o
the 401(k) Plan in the amount of $8,610, $6,717 and $7,159 in 2004, 2003 and 2002, respectively.




Salary Continuaticn Agreements

¢

The Company entered into a salary continuation agreement and a related split dollar agreement in October
2002 with James Holly, to provide him with (i) supplemental income upon retirement, (ii} an additional incentive to
remain with the Company in order to receive his full retirement benefits; and (iii) a compensation package which is
competitive in the marketplace. Pursuant to his salary continuation agreement, Mr. Holly will receive $100,000 per
year for fifteen (15) years upon retirement or at age 66 (whichever is later), subject to certain conditions. In order to
receive his full retirement benefits, Mr. Holly must remain continuously employed by the Company until he retires,
except that (i) in the event of death prior to retirement while still employed by the Bank, Mr. Holly’s beneficiary
shall receive a lump sum death benefit pursuant to the split dollar agreement in the amount of approximately
$978,000; and (ii) in the event a person or company acquires more than 50% of the Company’s stock (subject to
certain exceptions), he will be fully vested in the event his employment is subsequently terminated for any reason
including voluntary termination. All benefits would cease in the event of termination for cause, and if Mr. Holly's
employment were to end due to disability, voluntary termination or termination without cause, he would be entitled
to a lump sum payment in an amount based on the accrual to date at the time of termination. The accrued or vested
amounts will be approximately 71% of the full benefit amounts as of September 2005, and such benefits will be
fully vested and accrued in September 2006. In addition, in accordance with the split dollar agreement, in the event
of death after retirement, Mr. Holly’s beneficiary shall receive the full lump sum death benefit in addition to all
retirement benefits paid at the time of death, which retirement benefits shall cease at that time.

The Company also entered into a salary continuation agreement and a split dollar agreement with Kenneth
Goodwin in October 2002 containing the same material terms as Mr. Holly’s agreements, except that the amount of
his annual benefits will be $75,000; the amount of the lump sum death benefit will be approximately $658,000; and
the accrued amounts to be paid in the event of disability, voluntary termination or termination without cause will be
approximately 39%, 56%, and 75% of the full benefit amounts as of September 2005 through 2007, respectively.
Such benefits will be fully vested and accrued in October 2008.

The Company also entered into a salary continuation agreement and a split dollar agreement with Kenneth
Taylor in October 2002 containing the same material terms as Mr. Holly’s agreements, except that the amount of his
annual benefits will be $75,000, his retirement age will be 65, no benefits will be paid in the event of voluntary
termination, and the amount of the lump sum death benefit will be approximately $658,000. The amount of the
lump sum benefits to be paid in the event of disability or termination without cause would be equal to the accrued
amount at the time of termination, and by way of example, would be approximately 3% in September 2005, 12% in
September 2010, 29% in September 2015, and 60% in September 2020. Mr, Taylor’s benefits will be fully vested
and accrued in August 2024,

The Company also entered into a salary continuation agreement and a split dollar agreement with Charlie
Glenn in October 2002 containing the same material terms as Mr. Holly’s agreements, except that the amount of his
annual benefits is $12,000; they will be paid for a period of nine (9) rather than fifteen (15) years; and the amount of
the lump sum death benefit will be approximately $§77,000. Mr. Glenn reached his retirement age in September
2004 and retired at the end of December 2004, so began to receive his benefits in January 2005.

The Company is funding its obligations under the above agreements with the earnings on single premium
life insurance policies purchased by the Company in 2002 which policies name the Company as beneficiary. The
cost of making payments under these agreements is accrued for annually by the Company in amounts such that all
future payments to be made will have been fully accrued for by the retirement dates. The amounts accrued by the
Company in 2002 through 2004 to fund these agreements for the Named Executive Officers are set forth in the
Summary Compensation Table above (see * — Executive Compensation” above). However, these amounts were
offset by tax advantaged income the Company eamed on the insurance policies during each of those years.

Stock Options
The Company's Stock Option Plan (the “Plan”), intended to advance the interests of the Company and the
Bank by encouraging stock ownership on the part of key employees, was adopted by the written consent of the

Bank's shareholders effective July 21, 1998, and assumed by the Company in connection with the holding company
reorganization in August 2001. The Plan provides for the issuance of both "incentive” and "non-qualified" stock
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options to full-time salaried officers and employees, and of "non-qualified" stock options to non-employee directors.
All options are granted at an exercise price of not less than 100% of the fair market value of the stock on the date of
grant."® Each option expires not later than ten (10) years from the date the option was granted. Options are
exercisable in installments as provided in individual stock option agreements; provided, however, that if an optionee
fails to exercise his or her rights under the options within the year such rights arise, the optionee may accumulate
them and exercise the same at any time thereafter during the term of the option. In addition, in the event of a
"Terminating Event," i.e., a merger or consolidation of the Company as a result of which the Company will not be
the surviving corporation, a sale of substantially all of the Company's assets, or a change in ownership of at least
25% of the Company's stock (subject to certain exceptions), all outstanding options under the Plan shall become
exercisable in full (subject to certain notification requirements), and shall terminate if not exercised within a
specified period of time, unless provision is made in connection with the Terminating Event for assumption of such
options, or substitution of new options covering stock of a successor corporation. As of December 31, 2004, the
Company had options outstanding to purchase a total of 1,381,322 shares of its Common Stock under the Plan, with
an average exercise price of $8.62 per share with respect to all such options. As of that same date, the fair market
value of the Company’s Common Stock was $22.86 per share.

No stock options were granted to the Named Executive Officers during 2004, The following information is
furnished with respect to stock options exercised by the Named Executive Officers during 2004 and held by the
Named Executive Officers at December 31, 2004:

Stock Options Number of Value of Unexercised
Exercised in 2004 Unexercised Options In-the-Money Options
Shares Value at December 31, 2004 at December 31, 2004"°
Name Exercised Realized”® Exercisable Unexercisable Exercisable Unexercisable

James C. Holly 0 n/a 100,000 0 $1,514,500 n/a
Kenneth E. Goodwin 60,000  $527,290 0 0 n/a n/a
Kenneth R, Taylor 0 n/a 11,000 10,000 180,730 $164,300
Charlie C. Glenn 35,000 295,340 0 0 na n/a

Compensation of Directors

The directors are not paid any directors’ fees by the Company, but they receive directors’ fees from the
Bank for services they provide as directors of the Bank. Non-employee directors of the Bank received $600 per
meeting for their attendance at Board meetings in 2004 and $400 per meeting for committee meetings attended. The
President received $600 per meeting for attendance at Board of Directors meetings, but did not receive any fees for
attending committee meetings. In addition, all directors received an annual retainer of $12,800. Effective
January 1, 2005, fees for each Board meeting attended increased to $900, the Chairman of the Audit Committee
began receiving $600 per meeting, and the annual retainer increased to $13,500.

None of the non-employee directors were granted any stock options during 2004. During 2004, directors
Berra, Fields, Jurkovich, Smith, Tienken and Woods exercised stock options covering 15,000, 75,000, 10,500,
39,966, 17,000 and 30,000 shares of common stock, respectively, realizing values® of $127,600, $651,500,
$137,340, $437,230, $222,780 and $380,000, respectively, upon exercise. As of December 31, 2004, the non-
employee directors held fully vested options covering the following numbers of shares with the following values:'
director Berra: 85,000 shares with a value of $1,293,750; director Childress: 95,000 shares with a value of
$1,432,350; director Fields: 25,000 shares with a value of $346,500; director Jurkovich: 89,500 shares with a value

'8 Exercise price per share is equivalent to market price per share on the date of grant, as determined by the Board of Directors of the Company,
based upon trades in the Company's Common Stock known to the Company and opening and closing prices quoted on the Nasdaq National
Market concerning the Company's Common Stock.

® Represents the excess of the aggregate fair market value over the aggregate exercise price of the shares at December 31, 2004,

* Represents the excess of the aggregate fair market value over the aggregate exercise price of the shares at the time of exercise.
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of $1,341,985; director Smith: 30,034 shares with a value of $416,271; director Tharp: 100,000 shares with a value
of $1,514,500; director Tienken: 79,000 shares with a value of $1,169,470; and director Woods: 60,000 shares with
a value of $857,300. The expiration dates on the above options range from 2008 through 2011. As of December 31,
2004, the fair market value of the Company’s Common Stock was $22.86 per share. Information conceming stock
options held by Mr. Holly, who is also a Named Executive Officer, is set forth above under “ ~ Stock Options.”

On October 1, 2002, the Company instituted a Directors Retirement Plan. Participants include all non-
employee directors. Under the plan, each non-employee director has entered into a director retirement agreement
with the Company providing specified benefits as described below. The Company is funding its obligations under
the director retirement agreements with the earnings on certain insurance policies purchased by the Company.

The retirement benefit consists of $25,000 per year for 10 years, commencing at retirement. All directors
will be eligible for retirement after 5 years from the date their agreements or at age 70, whichever comes later. In
the case of death either before or after a director becomes eligible to retire, the benefit paid to designated
beneficiaries will be a lump sum equal to the present value of any remaining unpaid annual benefits discounted at
8%. Assuming that no annual retirement payments have been made, the death benefit will be approximately
$173,000. Death benefits are in the form of split-dollar life insurance proceeds for directors who were under the age
of 76 at the commencement of the plan, but will consist of cash payments directly from the Company for all other
directors,

In case of disability, the Company will continue to accrue until the later of the 5-year vesting period or age
70, at which time the director will receive the full accrued amount (equal to the present value of $25,000 per year for
10 years, discounted at 8%). Immediate vesting will occur in the event of a “change in control,” and annual
retirement payments will commence immediately.

The cost of making payments under the director retirement agreements is accrued for annually by the
Company in amounts such that all future payments to be made will have been fully accrued for by the retirement
dates. The aggregate amount accrued on behalf of the non-employee directors in 2004 was $245,000. However,
this was offset by tax advantaged income the Company earned on insurance policies during the year.

Performance Graph®

The following graph compares the yearly percentage change in the cumulative total shareholders' return on
the Company’s stock with the cumulative total return of (i) the Nasdaq market index; (ii) all banks and bank holding
companies listed on Nasdaq; and (iii) an index comprised of banks and bank holding companies located throughout
the United States with total assets of between $500 million and $1 billion, The latter two indexes were compiled by
SNL Financial of Charlottesville, Virginia. The Company reasonably believes that the members of the third group
listed above constitute peer issuers for the period from December 31, 1999 through December 31, 2004. The graph
assumes an initial investment of $100 and reinvestment of dividends. The graph is not necessarily indicative of
future price performance. ’

% fnasmuch as the Company did not acquire the outstanding shares of the Bank until August 2001, the information contained in the Performance
Graph for part of 2001 and for prior years is for the Bank's stock. As of the effective date of the holding company reorganization (August 10,
2001), each outstanding share of common stock of the Bank was converted into one outstanding share of common stock of the Company.
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NASDAQ Composite 100.00 60.82 48.16 33.11 49.93 54.49
SNL $500M-$1B Bank Index 100.00 95,72 124.18 158.54 228.61 259.07
SNL Bank Index 100.00 118.10 119.29 109.38 147.55 165.34

* Source: SNL Financial, Charlottsville, Virginia.

Board of Directors' Compensation Committee Report

‘ The Human Resources Committee of the Board is responsible for overseeing the various compensation
programs of the Company. It approves compensation objectives and policy for all employees and sets compensation
levels for the Company's Executive Officers. The Human Resources Committee is currently composed of five
directors, namely, directors Berra (Chairman), Childress, Fields, Smith and Woods. In accordance with the
requirements of Nasdagq, all of the members of the Compensation Committee are “independent” under the Nasdaq
rules,

The objectives of the Committee are three-fold; (i) to ensure that compensation and benefits are at levels
that enable the Company to attract and retain the high quality employees it needs; (ii) to align the interests of the
Company's officers with those of its shareholders through at-risk compensation programs; and (iii) to provide
rewards that are closely linked to Company team and individual performance goals that are measured in terms of
profitability, loan and deposit growth, and asset quality.
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Executive officer base salaries are evaluated annually by the Human Resources Committee and are adjusted
pursuant to such evaluation when appropriate. Executive Officer bonuses are awarded annually and are determined
with reference to Company-wide and individual performance. Base salaries are determined on a wide range of
measures which require comparisons with salaries and compensation programs at banks or bank holding companies
comparable in terms of asset size, capitalization and performance. In order to evaluate the Company's competitive
position in the industry, the Human Resources Committee reviews and analyzes the compensation packages,
including base salary levels offered by community banks, specifically reviewing the annual surveys published by the
California Department of Financial Institutions, the California Bankers Association and SNL Financial. The
Company's practice, however, is not to provide employment contracts to any executive officers as all employees of
the Company &re employed at will.

Salaries are fixed for the year for Executive Officers; however, bonuses are dependent on the achievement
by the Company of annual profitability goals and specific performance goals. In 2004 the Board adopted a new
three-year incentive plan for the Company’s officers. The President is specifically excluded from this plan to enable
him to objectively administer the plan; his bonus is determined by a separate arrangement related solely to Company
profitability and. base salary. All other officers become eligible for incentive bonuses upon the attainment of
individual performance factors and corporate profitability goals related to net income. The eamings targets and
corporate performance goals are based.on confidential information and are competitively sensitive to the Company
as they are derived from the Company’s internal projections and business plan. The distribution of bonuses is based
on the level of eligible participants within the corporate structure, with the Executive Officers receiving up to 35%
or 45% of their base salary as of the end of the previous year and other officers receiving lesser percentages. The
amounts paid to the Named Executive Officers pursuant to these incentive plans are listed in the Summary
Compensation Table above (see “ ~ Executive Compensation™).

In order to (i) provide an additional incentive for the Company's officers and employees to contribute to the
Company's success, (ii) encourage their increased stock ownership in the Company, and (iii) enable the Company to
be competitive in the industry with respect to compensation packages, the Board of Directors adopted a Stock
Option Plan (the "Option Plan") in 1998. No options were granted to the Named Executive Officers in 2004.
Details concerning the Option Plan and options exercised during 2004 and held at December 31, 2004 by the Named
Executive Officers are set forth above under * —- Stock Options.”

The Company also implemented a salary continuation plan and entered into salary continuation agreements
in 2002 with select officers to provide thém with (i) supplemental income upon retirement, (ii) an additional
incentive to remain with the Company in order to receive their full retirement benefits, and (iii) a compensation
package which is competitive in the marketplace. The terms and conditions of the salary continuation agreements
for the Named Executive Officers are described above under “ - Salary Continuation Agreements.”

Human Resources Committee
Albert L. Berra, Chairman
Gregory A. Childress Howard H. Smith
Robert L. Fields Gordon T. Woods

Conipen_sation Committee Interlocks

. The Human Resources Committee, which serves the functions of a compensation committee, is composed
of five of the Company’s independent, non-employee directors. Prior to March 2004, that committee also included
Mr. Holly, President and Chief Executive Officer, who did not vote with respect to his own compensation. In March
2004 the composition of the Compensation Committee was changed to eliminate Mr. Holly as a member in
accordance with the recently enacted Nasdaq corporate governance rules.

Certain Transactions
Certain of the executive officers, directors and principal shareholders of the Company and the companies

with which they are associated have been customers of, and have had banking transactions with, Bank of the Sierra
(the “Bank”) in the ordinary course of the Bank’s business since January 1, 2004, and the Bank expects to continue
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to have such banking transactions in the future. All loans and commitments to lend included in such transactions
were made on substantially the same terms, including interest rates and collateral, as those prevailing at the time for
comparable transactions with other persons of similar creditworthiness, and in the opinion of Management, did not
involve more than the normal risk of repayment or present any other unfavorable features.

RELATIONSHIP WITH INDEPENDENT ACCOUNTANTS

The Audit Committee has appointed Vavrinek, Trine, Day & Co., LLP (“Vavrinek™) as independent public
accountants for the Company for the fiscal year ending December 31, 2005. Vavrinek audited the Company’s
financial statements for the year ended December 31, 2004, and replaced Perry Smith, LLP (“Perry-Smith”) as the
Company’s independent accountants in March 2004. (See " — Changes in and Disagreements with Accountants on
Accounting and Financial Disclosure” below.) Representatives of Vavrinek are expected to be present at the annual
meeting and to be available to respond to appropriate questions. All professional services rendered by Vavrinek
concerning the fiscal year ended December 31, 2004 were furnished at customary rates and terms.

Fees
The aggregate fees billed by Vavrinek, which was the Company’s principal accounting firm for the fiscal

years ended December 31, 2004, and by Perry-Smith, which was the Company’s principal accounting firm for the
fiscal year ended December 31, 2003, were as follows:

2004 2003
Audit fEES ..vvevrreeeeerereesereseienes $97,995 $104,645
Audit related fees?........ooooeervnnn. 245,000 10,050
Tax £ees™ oo 23,000 21,350
All other fees® ..........oooovvevrvornnn. 0 3,500
g V17 DO $365,995 $139,545

None of the fees paid to the Company’s independent auditors during 2004 and 2003 were paid under the de
minimis safe harbor exception from pre-approval requirements. The Audit Committee concluded that the provision
of the non-audit services listed above was compatible with maintaining the independence of Vavrinek and
Perry-Smith.

Changes in and Disagreements with Accountants on Accounting and Financial Disclosure

At a meeting on March 29, 2004, the Audit Committee dismissed Perry-Smith as the Company’s principal
independent accountants. At the same meeting, the Audit Committee selected the accounting firm of Vavrinek,
Trine, Day & Co., LLP as the independent accountants for the Company’s 2004 fiscal year.

Perry-Smith audited the Company’s consolidated financial statements for the years ended December 31,
2003 and 2002. Perry-Smith’s report on the Company’s financial statements for the last two fiscal years did not
contain an adverse opinion or disclaimer of opinion, nor were such reports qualified or modified as to uncertainty,
audit scope or accounting principles.

2 For 2004, consisted of the audit of the Company’s internal control over financial reporting pursuant to Section 404 of the Sarbanes-Oxley Act.
For 2003, consisted of audits of the Company's employee benefit plans, technical accounting, consulting and research.

3 Tax services included preparation of tax returns and tax payment planning services, as well as fees related to other tax advice, tax consulting
and planning other than for tax compliance preparation.

2 «Al] Other Fees” consisted of miscellaneous consulting services.
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During the subsequent interim period from January 1, 2004 through March 29, 2004, and for the fiscal
years ended December 31, 2003 and 2002, there were no disagreements between Perry-Smith and the Company on
any ‘matter of accounting principles or practices, financial statement disclosure, or auditing scope or procedure,
which disagreements, if not resolved to the satisfaction of Perry-Smith, would have caused it to make reference to
the subject matter of the disagreements in connection with its reports.

The Company requested that Perry-Smith review the disclosure in the Report on Form 8-K filed with
respect to the change in accountants (which disclosure was substantially identical to the disclosure contained
herein), and Perry-Smith was given the opportunity to fumish the Company with a copy of its letter addressed to the
SEC containing any new information, clarification of the Company’s expression of its views, or the respects in
which it does not agree with the statements made by the Company herein. Such letter was filed as an exhibit to the
Form 8-K.

PROPOSALS OF SHAREHOLDERS

Under certain circumstances, shareholders are entitled to present proposals at shareholder meetings. Any
such proposal concerning the Company's 2006 Annual Meeting of Shareholders must be submitted by a shareholder
prior to December 29, 2005 in order to qualify for inclusion in the proxy statement relating to such meeting. The
submission by a shareholder of a proposal does not guarantee that it will be included in the proxy statement.
Shareholder proposals are subject to certain regulations and requirements under the federal securities laws.

The persons named as proxies for the 2006 Annual Meeting of Shareholders will have discretionary
authority to vote on any sharcholder proposal which is not included in the Company's proxy materials for the
meeting, unless the Company receives notice of the proposal by March 14, 2006. If proper notice is received by that
date, the proxy holders will not have discretionary voting authority except as provided in federal regulations
governing shareholder proposals.

OTHER MATTERS

Management does not know of any matters to be presented to the Meeting other than those set forth above.
However, if other matters properly come before the Meeting, it is the intention of the Proxy Holders to vote said
Proxy in accordance with the recommendations of the Board of Directors, and authority to do so is included in the
Proxy.

DATED: April 27, 2005 | SIERRA BANCORP

EJames C. H%

President and Chief Executive Officer

A COPY OF THE COMPANY'S 2004 ANNUAL REPORT ON FORM 10-K (AS AMENDED) INCLUDING
FINANCIAL STATEMENTS (BUT WITHOUT EXHIBITS) FILED WITH THE SEC IS INCLUDED AS
PART OF THE COMPANY'S ANNUAL REPORT TO SHAREHOLDERS WHICH IS BEING SENT TO
SHAREHOLDERS TOGETHER WITH THIS PROXY STATEMENT. IF A SHAREHOLDER DESIRES
COPIES OF THE EXHIBITS TO THE REPORT, THEY WILL BE PROVIDED UPON PAYMENT BY
THE SHAREHOLDER OF THE COST OF FURNISHING THE EXHIBITS TOGETHER WITH A
WRITTEN REQUEST TO KENNETHR. TAYLOR, SENIOR VICE PRESIDENT AND CHIEF
FINANCIAL OFFICER OF THE COMPANY AT 86 NORTH MAIN STREET, PORTERVILLE,
CALIFORNIA 93257,
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A copy of the Companys 2004 Annual Report Form 10-K, including financial statements but without exhibits filed with the Securities
and Exchange Commission, is enclosed herewith. Quarterly financial reports and other news releases may also be obtained by visiting
www.slerrabancorp.com.




